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Overview: UniSource Energy Corporation

‘ UniSource Energy’s common stock is traded on the New
York Stock Exchange under the ticker symbol UNS., The
corporation’s major subsidiaries and affiliates include:

Tucson Electric Power Company (TEP)

Founded in 1892, TEP is the principal subsidiary
of UniSource Energy. TEP is an electric utility with
more than 2,200 megawatts of generating capacity
and 20,000-plus miles of power lines to help serve
customers in a southern Arizona service territory
spanning 1,155 square miles.

Financial Highlights
($ 10 000s except per share amounts)

UniSource Energy Services (UES)

UES was established in 2003 to operate natural gas
and electric systems acquired that year from Citizens
Communications. UES provides service in northern

and southern Arizona.

Miltennium Energy Holdings (Millennium)
Millennium, established in 1996, is the parent
company of UniScurce Energy's unregulated
energy businesses.

2007 Change ('06-'07} 2006 200
Operating Revenues $1,381,373 5.6% $1.308.141 $1,224.05
Income Before Discontinued Operations

and Cumulative Effect of Accounting Change $58,373 -15.7% $69,243 $52,25

Net Income $58,373 13.5% $67.,447 $46,14
I Net Utility Plant - Year End $2,407,295 6.5% $2,259,620 $2,171,461
’ ‘ Common Stock Equity - Year End $690,075 5.5% $654,149 $616,741
Net Cash Flows - Operating Activities $322,766 14.2% $282,659 $273,88

Capital Expenditures $245,366 3.0% $238,261 $203,36

Earnings Per Share - Diluted $1.57 12.8% $1.80 $1.2

Annual Dividend Per Share $0.90 7.1% $0.84 $0.7

Stock Price - Year End $31.55 13.6% $36.53 $31.2

Market Capitalization - Year End $1,115,526 -13.3% $1.287.154 $1,089,55

ON THE COVER:

TOP: UniSource Energy companies provide incentives that have
encouraged custamers to install grid-connected pholovoltaic arrays
on rocftops across Arizona, the sunniest state in the nation.

MIDDLE: Crews work to complete the new static VAR compensator
in Tucson Electric Power's Northeast substation. The $18 miltion
project, which will stabilize voltage and increase TEP's ability to
import energy, represents a significant investment in the reliabitity
of local electric service.

BOTTOM: TEF Line Construction Supervisor David White and Sub
Foreman Tony Martinez help TEP crews provide safe, reliable service
to the company’s growing customer base.

OPPOSITE PAGE:

The new Biack Mountain Generating Station in Mohave County will
provide 90 megawatts of natural gas-fired capacity for customers of
UniSource Energy Services.




At UniSource Energy, our success depends on our
ability to step up to the challenge of serving our

customers’ growing energy, demands. Tucson Electric
Power (TEP), the company’s principal subsidiary, provides

safe, reliable power to nea
Tucson metropolitan area.

ry 400,000 customers in the
UniSource Energy Services

(UES) provides natural gas and electric service to about
236,000 customers thr¢ugh subsidiaries UNS Gas and

UNS Electric. Employees at all three companies are

committed to delivering re
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James S. Pignatelij
Chairman, President and CEQ
UniSeurce Energy Corporation




Dear Fellow Shareholder,

Our business is instantaneous, our product
essential. When someone in our community flips a
switch or fires up a furnace, we must provide that
energy at the very instant it's needed - a level of
service not many industries could match.

Such responsiveness doesn’t stem from a relentless
focus on the here and now. Rather, we've worked
years — decades, really - to ensure that we're
prepared for these moments. Had we failed to
invest the necessary time and resources in the
past, we simply wouldn't be able to meet our
customers' current needs,

This explains why we are now so intent on laying
a foundation for the future. We're increasing our
investments in the equipment, infrastructure
and environmental upgrades we'll need to meet
our customers’ growing energy demands safely
and responsibly. We're expanding our use of new,
renewable power resources and boosting efforts
to help customers conserve energy. Finally, we're
working to establish fair rates for subsidiaries
Tucson Electric Power {TEP) and UniSource Energy
Services (UES) to ensure that we have adequate
resources to fund these critical efforts.

We take great pride in our ability to be there when
our customers need us - day by day, moment by
moment. To ensure that remains the case, we must
continue stepping up to tomorrow's needs today.

For TEP, this means investing in infrastructure
designed to meet our customers' rising energy
usage. We've seen an increase in individual
consumption as customers bring large flat-screen
televisions, multiple computers and other power-
hungry devices into their homes. We've also seen
continued growth of TEP's customer base, which
expanded to nearly 400,000 last year.

TEP's rates have not kept pace with these
increasing demands on our system. After a series

of rate decreases and an extended freeze, TEP
customers currently pay less for electric service
than they did in 1994. That freeze expires at the
end of this year, and we have requested a long
overdue increase to recover our rising costs. But
we do not have the luxury of waiting for those
additional revenues beiore preparing for
customners' future needs.

TEP has invested more than $700 million over
the past five years to upgrade its generation,
transmission and distribution systems as well as
the computer technelogy and other business
operations that support them. Over the next five
years, we 2xpect to spend even more - close to
$1.4 billion - on similar improvements at TEP.

We recently completed work on a substation

that links our system to a new 500-kilovolt {kV)
transmission line through central Arizona. The
150-mite line expands TEP's access to a critical
power hub west of Phoenix, improving our ability to
deliver economically priced power to our customers,
It’s the first of several significant transmission
improvements we must complete in coming years
to serve customers’ needs.

Our growing reliance on power generated outside
of Tucson has compelled us to upgrade a number
of the large transformers that connect our long
distance fransmission lines to our lower-voltage
local systermn. We're also equipping one of TEP’s
largest local substations with a static VAR
compensator to improve voltage stability and baost
our energy import capacity. The device, which will
be operational in May, is an economic alternative
to expanding our local generation resources.
Nevertheless, its $18 million price tag represents
another significant investment in the reliability

of our service.

TEP also will be investing in the environmental
performance of its generating fleet, We'll help




The new Pinal West substation, which was
under construction this winter, will connect
TEP to a new 150-mile transmission hine
through central Arizona that will expand the
company's access 1o a critical power hub
west of Phoenix.

PR 2 DL ol L VAT CLHIDETTS>a i Wi
improve the company's ability to import
energy while stabilizing voltage on its local
transmission and distribution systems. The
device is expecled fo be operational in May.
when Tucson's temperatures — and energy
use — begin o rise,
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Pre-apprentice Dave Hanson helped crews run temporary cable to provide
service to residents of a central Tucson neighborhood fast summer after

a nueroburst starn foppled 14 utility poles and damaged many others.
Severe weather is common during Tucson's lale summer "monsocon”
season, and TEP crews take pride in responding quickiy to reslore service

. L R TR
T T, e e

i

e i




upgrade emission controls at PNM's San Juan
Generating Station in Farmington, New Mexico,
where TEP owns a 50-percent stake in two coal-
fired units. The new technologies will provide
mercury controls while significantly reducing
emissions of sutfur dioxide, nitrogen oxide

and particulates. TEP expects to spend nearly
$100 million on these and other environmental
compliance efforts over the next five years.

The price of these investments might seem

steep, particularly for a moderately sized utility

that also faces rising cost pressures on its daily
operations. Yet we are charged with providing safe,
reliable power to our customers while meeting

our responsibilities to our community and our
environment. These commitments come at a cost,
and we should take pride in knowing that UniSource
Energy — your company - has stepped up to meet it.

TEP has worked to mitigate this cost for both
customers and sharehofders through prudent
purchases and efficient operations. We've revamped
our business processes, leveraged new technology to
improve our productivity and built cost-containment
goals into our employees’ incentive pay program.

As a result, despite the escalating cost of materials,
fuel, employee benefits and other business needs,
TEP has managed to hold increases in its operations
and maintenance expenses {o an average of 3.5
percent per year since 1995.

Such efficiency has atlowed us to maintain reliable
service during a remarkable period of rate stability.
TEP's rates have been frozen for more than seven
years under the 1999 Settlement Agreement
approved by the Arizona Corporation Commission
(ACC), customer groups and other parties. While
we are proud of our ability to maintain reliable
service under such constraints, TEP's rising

costs clearly justify higher rates,

We have requested an increase that would take
effect no later than Jan. 1, 2009, the day after
the current rate cap expires. We firmly believe

those rates should incorporate a market-based
cost for generated power, as was agreed to in

the 1999 Settlement Agreement. But we've also
proposed rates that incorporate traditional, cost-
based generation as well as a hybrid of the two
approaches. Depending on the method chosen, the
average increase under TEP's proposed rates was
estimated 1o be between 15 and 23 percent.

Although rate cases are decided based on past
expenses, this proceeding is really about TEP's
future, The company needs a significant rate
increase to fund the improvements and operations
necessary 1o meet our customers' needs safely

and reliably. This investment will pay long-term
dividends for our customers, allowing us to maintain
TEP's histcric strength in service reliabitity and
customer satisfaction.

Growing in“rastructure needs also drove our requests
for higher rates for both UNS Gas and UNS Electric,
the two operating subsidiaries of UES. Both utilities
operate in expansive territories outside of Arizona's
major urban centers, adding to the cost of serving
their expanding customer bases. We've also invested
significantly to bring the systems up to UniSource
Energy’s standards for safety and reliability since
acquiring them from Citizens Communications in.
August 2003.

Our most recent request for higher UNS Gas rates
seeks an annual revenue increase of $10 million, |
or about 7 percent, based on “test year” expenses |
incurred last year. The case was filed in February
2008, just three months after the ACC acted on the
utility’s previous rate request. That increase, which
boosted average residential bills by about 4 percent,
does not cover our current cost of service,

Our request for higher UNS Electric rates also
reflected rising service costs. We requested an
annual revenue increase of $8.5 million, or 5.5
percent, based on a test year ending in June 2006.
We expect the ACC to rule on this rate case during
the first half of this year.




fabolrr Jiffdireydr Jiaiinicd Lordin LU
recogmized the value of investing in a
15-kilowatt photovoltaic array for his homeg
with help from TEP's SunShare program.
That program, along with a similar offering
from UniSource Energy Services, provides
subsidies that help make solar energy
systems more affordable.

UniSource Energy’s rate case team is
currently managing rate requests for ail
three of the companys utility subsidiaries.

Team leaders include (clockwise from

bottom). Ray Heyman, Senior Vice President \'j
and General Counsel; Karen Kissinger, Vice "2’;

FPresident, Controller and Chief Compliance k -
Officer; Dallas Dukes. Manager, Rates and .

Fresident. Finance and Rates; and
Regulatory Counse! Michelle Livengood. - , y

é
1
Revenue Requirements; Kent Grant, Vice : %

/

TEP Energy Services Engineer Bill Henry inspects the 14-kifowatt
photovoltaic array instalied last year atop the new Lee H. Brown Family
Conservation Learning Center at Tucson's Reid Park Zoo. Funds for the
systermn were raised through TEP s GreenWatts program, which encourages
customers to support the development of renewable energy resources.
TEP uses 100 percent of program contributions to develop sofar power




The rates we proposed for UNS Electric were
designed in part to provide new generation
resources for our customers. The utility's current
power supply contract expires at the end of May,
and we've lined up a portfolio of smaller contracis
to replace much of that energy. We've also proposed
that UNS Electric assume ownership of the new
Black Mountain Generating Station {(BMGS) being
built near Kingman in Mohave County.

The facility, which includes a pair of 45-megawatt
{MW) combustion turbines, is scheduled to begin
commercial operation in May. BMGS is being
developed by UniSource Energy Development
Company, a sister subsidiary, to provide UNS
Electric with a flexible resource for serving
customers during peak usage periods. The plant
would become UNS Electric's first company-
owned generating resource in Mohave County,
complementing the additional transmission and
distribution resources we've installed to serve our
customers' growing demand for power.

The rising cost of serving our customers' demands
weighed on our financial performance last year.
UniSource Energy’s 2007 earnings of $58 million,
or $1.57 per diluted share of commaon stock, were
within the range of $1.55 to $1.9% per diluted
share we projected at the beginning of the year.
But they fell below our year-end earnings of $67
million, or $1.80 per diluted share, in 2006.

Qur fuel costs were driven higher by rising coal-
related expenses at generating units owned or
partially owned by TEP and a full year’s use of the
Luna Energy Facility, a gas-fired plant completed
in April 2006. TEP receives 190 MW from the
efficient 570-MW combined cycle ptant, which

is located about 180 miles east of Tucson near
Deming, New Mexico. TEP's purchased power
costs also were driven higher by elevated market
prices and greater energy use during a hot Tucson
summer. To help us manage such costs in the
future, we have requested that adjustor mechanisms

be incorporated in the future rates of both TEP
and UNS Electric to provide timely recovery of
fluctuating fuel and purchased power expenses.
For now, though, our shareholders are bearing this
burden on behalf of TEP customers.

We also are preparing to step up our use of clean,
renewable energy resources. TEP and UNS Electric
are working with the ACC to achieve the goals set
forth in Arizona's ambitious new Renewable Energy
Standard (RES), which is expected to take effect
this year. The RES calls for annual increases in the
percentage of power we produce from solar arrays,
windmills and other sources of renewable energy, up
to 15 percent in 2025. Both TEP and UNS Electric
have liled detailed compliance plans with the ACC,
including the proposed customer fees that will fund
our efforts. I'm hopeful the ACC will provide us
with the resources we need to fulfill the promise

of this program.

TEP has fong been recognized as a worldwide leader
in renewable energy because of the giant 4.6-MW
solar array we've built near the Springerville
Generating Station in eastern Arizona. But that
system, which set a world record in 2006 for energy
production for a single-site solar array, is just

the beginning. In 2007, TEP and other regionai
energy providers issued a request for proposals

to develop a 250-MW concentrating solar energy
plant. The facility, which will use the sun’s rays

to heat a liquid and drive a turbine, will help us
dramatically increase the scale of our renewable
energy resources.

Developing a new generation of clean, renewable
energy sources is just part of our pfan to leave a
positive legacy for our customers’ children and
grandchildren. We're committed to operating

our business responsibly, with respect for the
environment and responsiveness to the needs of
our local communities. As a leading employer in our
region, vie've lent significant backing to economic
development, job training programs and other



More than 600 volunteers from TEF turned
out an Oct. 27, 2007 to piant native trees

as part of "1000 Trees for Tucson.” TEP
organized the event. which was held in
concert with national Make a Difference Day,
and helped raise more than $40,000 to pay
for the freas and irrigation. Trees were planted
at churches, schools, non-profit organization
facilities, a Habitat for Humanity development
and public parks,

TEP helped Tucson's Winterhaven
neighborhood improve the energy efficiency

of its pepular "Festival of Lights” by
replacing its aging incandescent displays
with 1,200 strands of energy-efficient LED ’

lights. In addition to reducing electric use '

by more than 98 percent, the new butbs will ]

avert the need for energy production that ’ .
would otherwise release more than 30,000 .

pounds of carbon dicxide into the atmosphere ' !

each holiday season, v ‘
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TEP volunteers Larry Lucero and Laura Pinnas help build a section of the
Arizona Trail near the Santa Rifta Mountains south of Tucson. UniSource
Energy employees joined their friends and family in contributing more
than 40,000 hours of their lime in 2007 to hundreds of worthy causes.
The company supported their efforts with more than $850,000 in

diract and indirect 2 Eli) harities across Arizona




efforts to strengthen our tocal economies. We hope
that such support, combined with the reliable,
affordable service we provide, will help create an

environment where local businesses can prosper.

We've also supported our communities by
cultivating a culture of vofunteerism among
UniSource Energy employees. In 2007, employees
at TEP and UES joined their friends and family
members in contributing more than 40,000

hours of their own time to hundreds of charitable
groups across Arizona. Our company backed those
efforts with more than $850,000 in direct and
indirect assistance, much of it aimed at the causes
chosen by our employees. We've also leveraged
our community service experience to help local
non-profit groups manage their resources more
effectively and improve their fundraising.

Such efforts exemplify what we mean when we

say we are stepping up. Assuming the duties of
community leadership. Addressing our infrastructure
needs. Meeting our customers’ current and future
energy demands safely and responsibly. Each day,
we look forward to the opportunity to prove that our
skill and experience are up to these tasks. We've
already established our ability to maintain safe,
reliable service despite rising costs and a long-
term rate freeze. So long as our regulators step up
te their responsibility to provide us with adequate
resources going forward, we will be well prepared
to face our future challenges.

In 2008, our primary challenge wilt be reaching fair
resolutions to pending rate cases for all three of our
utilities: TEP, UNS Gas and UNS Electric. My goals
for the year also include beginning commercial
operations at BMGS and putting our new renewable
energy plans into action. Finally, we must continue
to manage our operating costs and improve our
efficiency without compromising the reliability our
customers have come to expect.

I'd like to thank you, our shareholders, for your
continued support of UniSource Energy. I'd also
like to thaak aur employees, who have shown
through their continued effort that they share my
commitment to provide reliability, service and value
to our customers and our shareholders. The energy
business has evolved in unexpected ways during
my nine-plus years in this position, and none of us
knows for sure what the next decade will bring. But
| can say with confidence that whatever difficulties
await us, UniSource Energy will be stepping up to
meet them.

/7ﬂ
James S. Pignatelli

Chairman, President and CEO
UniSource Energy Corporation




2007 Performance Graph

The following graph shows a comparison of cumnulative total returns for UniSource Energy steck, the Edison Electric Institute Index, Standard & Poor's
500 Stock 'ndex (S&P 500) and the of Investor-Owned Electric Utilities {EEI Index}. The graph assumes that $100 was invested on the last trading day
of 2002 in UniSource Energy stock, the S&P 500 and the EEI Index. The calculations assume that any dividends paid were reinvested.
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Annual Dividend Payments

UniSource Energy's Board of Directers has increased the company’s dividend every year since the payments were established in 2000.
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Fuel Costs

Rising natural gas and ceal prices have combined with increased customer usage to drive up the fuel expenses incurred by UniSource Energy.
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UniSource Energy Capital Expenditures

Both Tucson Electric Power and UniSource Energy Services are stepping up their investment in system infrastructure to serve customers’

growing energy needs.
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This Annual Report contains forward-looking statements as defined by the Private Securities Litigation Reform Act
of 1995. You should read forward-looking statements together with the cautionary statements and important
factors included in this report. (SeeManagement’s Discussion and Analysis of Financial Condition and Results of
Operations, Safe Harbor for Forward-Looking Statements). Forward-looking statements include statements
concerning plans, objectives, goals, strategies, future events or performance and underlying assumptions.
Forward-looking statements are not statements of historical facts. Forward-looking statements may be identified
by the use of words such as “anticipates,” “estimates,” “expects,” “intends,” “plans,” “predicts,” “projects,” and
similar expressions. We express our expectations, beliefs and projections in good faith and believe them to have a
reasonable basis. However, we make no assurances that management’s expectations, beliefs or projections will
be achieved or accomplished. In addition, we disclaim any obligation to update any forward-looking statements to
reflect events or circumstances after the date of this report.

MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

Management's Discussion and Analysis explains the results of operations, the general financial condition, and the
outlook for UniSource Energy and its three primary business segments and includes the following:

outlock and strategies,

operating results during 2007 compared with 2006, and 2006 compared with 2005,
factors which affect our results and outlook,

liquidity, capital needs, capital resources, and contractual obligations,

dividends, and

critical accounting policies.

UniSource Energy is a holding company that has no significant operations of its own. Operations are conducted
by UniSource Energy’s subsidiaries, each of which is a separate legal entity with its own assets and fiabilities.
UniSource Energy owns the outstanding common stock of TEP, UniSource Energy Services, Inc. (UES),
Millennium Energy Holdings, Inc. (Millennium), and UniScurce Energy Development Company (UED).

TEP, an electric utility, has provided electric service to the community of Tucson, Arizona, for over 100 years.
UES was established in 2003, when it acquired the Arizona gas and electric properties from Citizens. UES,
through its two operating subsidiaries, UNS Gas, Inc. (UNS Gas) and UNS Electric, Inc. (UNS Electric), provides
gas and electric service to 30 communities in Northern and Southern Arizona. Millennium has existing
investments in unregulated businesses; however no new investments are planned at Millennium. UED facilitated
the expansion of the Springerville Generating Station and is currently developing the Black Mountain Generating
Station (BMGS), a gas turbine project in Northern Arizona that, subject to ACC approval, is expected to provide
energy to UNS Electric. We conduct our business in three primary business segments — TEP, UNS Gas and UNS
Electric.

On March 31, 2006, Millennium sold its interest in Global Solar Energy, Inc. (Global Solar), its largest hoiding. At
December 31, 2007, the investment in Millennium represented 3% of UniSource Energy's Total Assets.

UNISOURCE ENERGY CONSOLIDATED
OUTLOOK AND STRATEGIES

Our financial prospects and outlook for the next few years will be affected by many competitive, regulatory and
economic factors. Our plans and strategies include the following:

e Obtain ACC approval of a rate increase for TEP, effective January 2009, that resolves the uncerainty
surrounding TEP’s rates for generation service after 2008, while providing adequate revenues to cover the
rising cost of serving TEP’s customers and preserving TEP's benefits under the Settlement Agreement;

« Obtain ACC approval of rate increases for UNS Gas and UNS Electric to provide adequate revenues to cover
the rising cost of providing service to their customers;




» | Efficiently manage our generation, transmission and distribution resources and seek ways to control our
operating expenses while maintaining and enhancing reliability, safety and profitability;
|
o | Diversify TEP’s portfolio of generating and purchased power resources, along with programs to expand
| renewable energy sources and demand side management, to meet growing retail energy demand and
respond to wholesale market opporiunities;
. L Expand UNS Electric’s portfolio of generating and purchased power resources to substitute for the May 2008
| expiration of the full requirements contract with Pinnacle West Marketing and Trading (PWMT) and to meet
' growing retail energy demand,;

. \ Enhance the value of existing generation assets by working with Salt River Prcject to support the construction

“iof Springerville Unit 4;

¢ Enhance the value of TEP's transmission system while continuing to provide reliable access to generation for
TEP and UNS Electric’s retail customers and market access for all generating assets;

« IContinue to develop synergies between UNS Gas, UNS Electric and TEP;

|Improve UniSource Energy’s ratic of common equity to total capitalization; and

‘ . ] n . .
iPromote economic development in our service territories.

While we believe that our plans and strategies will continue to have a positive impact on our financial prospects
and position, we recognize that we continue to be highty leveraged, and as a result, our access to the capital
mar‘kets may be limited or more expensive than for less leveraged companies.

RESlULTS OF OPERATIONS
ExeFutive Overview

UnnSource Energy recorded Income Before Discontinued QOperations and Cumulative Effect of Accounting Change
of $58 million in 2007, $69 million in 2006 and $52 million in 2005. Net Income of $57 million in 2006 reflects a $2
m|II|on loss from discontinued operations; net income of $46 million in 2005 refiects a $5 million loss from
discontinued operations and a $1 million loss from the cumulative effect of an accounting change.

|
200? Compared With 2006

The decrease in UniSource Energy's net income in 2007 is due primarily to higher fuel and purchased power
costs. Coal-related fuel expense at TEP was higher due primarily to a new rail and coal contract for Sundt Unit 4
that took effect at the beginning of 2007. Hot summer weather and planned coal plant outages at TEP during the
first quarter put upward pressure on gas-refated fuel costs and purchased power costs. Other faciors impacting
UmSource Energy's net income in 2007 included higher TRA amortization expense at TEP and increased
operatlons and maintenance costs.

Cn March 31, 2006, Millennium sold Global Solar for $16 million in cash and an option to purchase, under certain
condmons 5% to 10% of Global Solar in the future. In the first quarter of 2006, UniSource Energy recorded an
aﬂer—tax loss of approximately $2 million related to the discontinued operations and disposal of Global Solar.

See Other Non-Reporfable Segments, Results of Operations, Discontinued Operations — Global Sofar, below.

2006 Compared With 2005
|

The improvement in UniSource Energy's results in 2006 compared with 2005 was due primarily to: the higher
avallabmty of TEP’s coal-fired generating plants; the start of commercial operations at Luna in April 2006; retail
customer growth at TEP; interest savings related to various financing activities in 2005 and 2008; and the
commencement of commercial operation of Springerville Unit 3 in August 2006, See Tucson Electric Power
Company, Results of Operations, below, and Tucson Electric Power Company, Liquidily and Capital Resources,
Fmanc:ng Activities, below.

|
t




CONTRIBUTION BY BUSINESS SEGMENT

The table below shows the contributions to our consolidated after-tax earnings by our three business segments
and Other net income (loss).

2007 2006 2005
-Millions of Dollars-

TEP $ 53 $ 67 $ 49
UNS Gas 4 4 5
UNS Electric 5 5 5
Other (4) (7) (7)
Income Before Discontinued Operations and

Cumulative Effect of Accounting Change 58 69 52
Discontinued Operations — Net of Tax ' - (2) (5)
Cumulative Effect of Accounting Change — Net of Tax - - {1)
Consolidated Net Income $ 58 $ 67 $ 46

" Includes: UniSource Energy parent company expenses; UniSource Energy parent company interest expense
(net of tax} on the UniSource Energy Convertible Senior Notes and on the UniSource Energy Credit Agreement;
in the first nine months of 2005, interest expense (net of tax) on the note payable from UniSource Energy to
TEP: and income and losses from Millennium investments and UED.

@ Relates to the discontinued operations of Global Solar.

LIQUIDITY AND CAPITAL RESOURCES
UniSource Energy Consolidated Cash Flows

2007 2006 2005
-Millions of Dollars-

Cash provided by (used in):

Operating Activities $ 323 $283 $274
Investing Activities (217) (2486) (170)
Financing Activities {119) (77) {(113)

UniSource Energy’s consolidated cash flows are provided primarily from retail and wholesale energy sales at TEP,
UNS Gas and UNS Electric, net of the related payments for fuel and purchased power. Generally, cash from
operations is lowest in the first quarter and highest in the third quarter due to TEP’s summer peaking load. Cash
used for investing activities is primarily a result of capital expenditures at TEP, UNS Gas and UNS Electric. in
2006, cash used for investing activities was higher due to TEP's purchase of a 14% interest in Springerville Unit 1.
Cash used for financing activities can fluctuate year-to-year depending on: repayments and borrowings under
revolving credit facilities; debt issuances or retirements; capital lease payments by TEP; and dividends paid by
UniSource Energy to its shareholders.

The primary source of liquidity for UniSource Energy, the parent company, is dividends from its subsidiaries,
primarily TEP. Also, under UniSource Energy's tax sharing agreement, subsidiaries make income tax payments to
UniSource Energy, which makes payments on behalf of the consolidated group. The table below provides a
summary of the liquidity position of UniSource Energy on a stand-alone basis and each of its segments.




|
|

Borrowings Amount Available

B:alances As of Cash and Cash under Revolvin 3_; under Revolving
February 26, 2008 Equivalents Credit Faclllty‘ Credit Facility

| -Millions of Dollars-
UniSource Energy stand-alone $ 2 $ 33 $ 37
TEP 19 70 80
UNS Gas 8 10 204"
UNS Electric 6 30 15
Other 31 @ NA | NA
Total $ 66

|

a )Currenlly either UNS Gas or UNS Electric may borrow up to a maximum of $45 million, but the total combined amount borrowed cannot
exceed $60 million.

@ )1ncludes cash and cash equivalents at Millennium.

® (Mcludes LOCS issued under Revolving Credit Facilities

| .
Exgcutlve Overview

Opératinq Activities

in 200? net cash flows from operating activities were $40 million higher than 2006. The increase is primarily due
to |gher retail kWh sales in TEP’s service territory, operating receipts received by TEP related to Springerville Unit
3, lower income taxes paid and lower interest paid on capital lease obligations.

Invcl,-stinq Activities
1

Net“cash used for investing activities was $29 million lower in 2007 compared with 2006, primarily because in
2006 TEP used $48 million to purchase lease equity related to Springerville Unit 1. This was partially offset by the
$16 million in proceeds that UniSource Energy received in 2006 related to the sale of Global Solar. In addition,
cap!tal expenditures were higher in 2007 due primarily to the construction of BMGS by UED, as well as overall
utility system growth.

|
Forécasted Capital Expenditures

Business Segment 2008 2009 2010 2011 2012
| -Millions of Dollars-

TEP $307 $249 $284 §295 %223

UNS Gas 26 24 21 24 25

UNS Electrlc 45 40 33 41 40

Other'” 15 - - - -

UmSource Energy Consolidated $393 $313 $338 $360 $288

n Represents capital expenditures by UED related to the 90 MW BMGS that is currently under
construcuon in Kingman, Arizona, in UNS Electric’s service area. The project is expected to be
completed by May 2008,

Caplta! expenditures of $1.4 billion for 2008 through 2011 are expected to be $187 million, or 15% higher than
forecasted amounts reported in 2007. This increase is the result of several factors including: higher material and
constructlon costs; the need to increase high-voltage transmission capacity into TEF's service territory; the
relnforcement and expansion of distribution facilities; environmental upgrades to generating facilities; generation
needs for UNS Electric and customer growth in UniScurce Energy's utility service territaries.

Financing Activities

Net cash flows used for financing activities were $42 million higher in 2007 compared with 2006, primarily due to
hrgher net repayments on revolving credit facilities and higher scheduled payments on capital lease obligations by
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As a result of the activities described above, our consolidated cash and cash equivalents decreased to $90 million
at December 31, 2007, from $104 million at December 31, 2006. We invest cash balances in high-grade money
market securities with an emphasis on preserving the principal amounts invested.

UniSource Energy Credit Agreement

The UniSource Credit Agreement consists of a $30 million amortizing term loan facility and a $70 million revolving
credit facility and matures in August 2011.

Principal payments of $1.5 million on the outstanding term loan are due quarterly, with the balance due at maturity.
At December 31, 2007, there was $21 million ocutstanding under the term loan facility and $20 million outstanding
under the UniSource Energy revolving credit facility at a weighted average interest rate of 6.27%.

We have the option of paying interest on the term loan and on borrowings under the revolving credit facility at
adjusted LIBOR plus 1.25% or the sum of the greater of the federal funds rate plus 0.5% or the agent bank’s
reference rate and 0.25%.

The UniSource Credit Agreement restricts additional indebtedness, liens, mergers, sales of assets, and certain
investments and acquisitions. We must also meet: (1) a minimum cash flow to debt service coverage ratio for
UniSource Energy on a standalone basis and (2) a maximum leverage ratio on a consolidated basis. We may pay
dividends if, after giving effect to the dividend payment, we have more than $15 million of unrestricted cash and
unused revolving credit. As of December 31, 2007, we were in compliance with the terms of the UniSource Credit
Agreement.

If an event of default occurs, the UniSource Credit Agreement may become immediately due and payable. An
event of default includes failure to make required payments under the UniSource Credit Agreement, failure of
UniSource Energy or certain subsidiaries to make payments or default on debt greater than $20 million, or certain
bankruptcy events at UniSource Energy or certain subsidiaries.

Liquidity Outlook

As a result of growing capital expenditures at UniSource Energy's subsidiaries, the revolving credit facilities at
UniSource Energy, TEP, UNS Gas and UNS Electric may be used on a more frequent basis. Other funding
sources to meet the capital requirements of the strong utility customer growth could include the issuance of long-
term debt, as well as capital contributions from UniSource Energy to its subsidiaries. The need for external
funding sources is partially dependent on the outcome of rate-refated proceedings at TEP, UNS Gas and UNS
Electric.

In August 2008, TEP and UNS Electric will have long-term debt maturities of $138 million and $60 million,
respectively. Both companies expect to refinance the maturing debt with new debt issuances prior to August 2008.

For more information concerning liquidity and capital resources, see Tucson Electric Power Company, Liquidity
and Capital Resources, below, UNS Gas, Liquidity and Capital Resources, UNS Electric, Liquidity and Capital
Resources, and Other Non-Reportable Segments, Liquidity and Capital Resources, below.

Guarantees and Indemnities

In the normal course of business, UniSource Energy and certain subsidiaries enter into various agreements
providing financial or performance assurance to third parties on behalf of certain subsidiaries. We enter into these
agreements primarily to support or enhance the creditworthiness of a subsidiary on a stand-alone basis. The most
significant of these guarantees at December 31, 2007 were:

« UES’ guarantee of senior unsecured notes issued by UNS Gas ($100 million) and UNS Electric ($60
million);

+ UES guarantee of the $60 million UNS Gas/UNS Electric revolver; and

» UniSource Energy's guarantee of approximately $2 million in building lease payments for UNS Gas. In
January 2008, UniSource Energy was released from a $3 million guarantee on behalf of UNS Gas.

In January 2008, UniSource Energy was released from a $3 million guarantee on behalf of UNS Gas.
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To the extent liabilities exist under the contracts subject to these guarantees, such liabilities are included in
UniSource Energy's consoclidated balance sheets.

In addition, UniSource Energy and its subsidiaries have indemnified the purchasers of interests in certain
mvestments from additional taxes due for years prior to the sale. The terms of the indemnifications provide for no
Ilrmtatlon on potential future payments; however, we believe that we have abided by all tax laws and paid all tax
ob||gat|ons We have not made any payments under the terms of these indemnifications to date.

We believe that the likelihood that UniSource Energy would be required to perform: or otherwise incur any
agnn‘“ icant losses associated with any of these guarantees or indemnities is remote.

antractual Obligations
Thie following chart displays UniScurce Energy’s consolidated contractual obligaticns by maturity and by type of

‘ obligation as of December 31, 2007.
|

UniSource Energy’s Contractua! Obligations
I - Millions of Dollars -

M Includes quarterly principal payments due on the term loan facility in UniSource Energy's Credit
Agreement and amounts outstanding under the UniSource Energy and UNS Electric revolving credit facilities.
TEP’s variable rate IDBs are backed by letters of credit issued pursuant to TEP's Credit Agreement which
expires in August 2011. Although the variable rate IDBs mature between 2018 and 2022, the above maturity
reflects a redemption or repurchase of such bonds in 2011 as though the letters of credit terminate without
replalcement upon expiration of the TEP Credit Agreement.

Includes letter of credit and remarketing fees on variable rate debt. The interest rates for variable rate
debt are estimated using Eurodollar futures rates for an approximation of LIBOR. For variable rate IDBs, a
discount is applied to estimated LIBOR based on the historical discount the IDBs have had to LIBOR.

Excludes interest on revolving credit facilities.
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Payment Due in Years and
Ending December 31, 2008 2009 2010 2011 2012 after Other Total
Long Term Debt
| Principal” $204 $ 6 $ 6 $428 $§ - § 555 $ - $119
| Interest® 62 44 45 42 32 506 - 731
Capital Lease Obligations®:
| Springerville Unit 1 82 30 57 83 85 231 - 568
~ Springerville Coal Handling 18 15 17 19 23 56 - 148
* Sundt Unit 4 12 13 14 - - - - 39
Springerville Common 5 5 5 5 10 135 - 165
Operatlng Leases 2 2 2 1 - 2 - 9
Purchase Obligations®®:
i Coal and Rail Transpoﬂation‘ﬁ’ 87 78 78 44 37 216 - 540
Purchase Power"”’ 66 83 39 15 8 8 - 219
‘ . Electric Generating Turbines 13 - - - - - - 13
Transmission 6 5 5 3 2 7 - 28
| ' Gas® 84 51 29 11 3 26 - 204
i Other Long-Term Liabilities'®
' Pension & Other Post
. Retirement Obligations"'? 15 5 5 6 6 32 - 69
. San Juan Pollution Control
Equipment"” 58 15 - - - - - 73
| Acquisition of Springerville
Coal Handlmg and Common
| Facilities™ - - - - - 226 - 226
_Unrecognized Tax Benefits!'® - - - - - - 12 12
Total Contractual Cash
Obligations $ 714 $ 352 $ 302 $ 657 $206 $2000 $ 12 $4.243



®) Beginning with commercial operation of Springerville Unit 3 in September 2006, Tri-State is reimbursing

TEP for various operating costs related to the common facilities on an ongoing basis, including 14% of the
Springerville Common Lease payments and 17% of the Springerville Coal Handling Facilities Lease

payments. Similar reimbursement obligations are required after Springerville Unit 4 is constructed. TEP

remains the obligor under these capital leases. Capital Lease Obligations do not reflect any reduction

associated with this reimbursement,

“) Annual payments under the Springerville Unit 1 lease vary in accordance with the amortization schedules

of the debt underlying the capital lease, with significantly larger principal payments occurring in 2008, 2011,

and 2012,

®) Purchase obligations reflect the minimum contractual obligation under legally enforceable contracts with
contract terms that are both fixed and determinable. The total amount paid under these contracts depends

on the quantity purchased and transported. TEP and UES' requirements are expected to be in excess of

these minimums. UniSource Energy has excluded open purchase orders of approximately $19 million

expected to be fulfilled in 2008.

% On average, TEP expects to spend $214 million annually for the purchase and transportation of coal

through 2012.

7 Includes TEP and UNS Electric's forward power purchases.

@ amounts include TEP and UNS Gas' fixed price forward gas purchases and firm transportation agreements with
EPNG and Transwestern. Incremental gas purchases are excluded as prices and volumes vary. Amounts also
exclude swap agreements which are marked to market on a monthly basis and do not include any minimum
payment obligation. TEP and UNS Gas entered into forward gas purchases for 2008 through 2011 totaling $9
million subsequent to December 31, 2007, which are excluded from the table above.

® Excludes TEP's liability for final environmental reclamation at the coal mines which supply the remote
generating stations. TEP estimates its undiscounted final reclamation liability is $47 million with reclamation
beginning in 2028. See Note 5. Also excludes asset retirement obligations expected to oceur through 2066. Also,
excludes Millennium’s equity commitments totaling $1 million over two years to fund a subsidiary (Valley Ventures
lI and Valley Ventures Il Annex) as suitable investments are identified.

1% These obligations represent TEP and UES' minimum reguired ¢ontributions to pension plans in 2008 and
TEP's expected postretirement benefit costs to cover medical and fife insurance claims as determined by the
plans’ actuaries. TEP and UES do not know and have not included pension contributions beyond 2008 due to
the significant impact that returns on plan assets and changes in discount rates might have on such amounts.
TEP funds the postretirement benefit plan on a pay-as-you-go basis.

™ These obligations represent TEP’s share of the cost of new pollution control equipment based on its
ownership of San Juan. Under a settlement agreement signed in March 2005 with the New Mexico
Environmental Department and environmental activist groups, the co-owners of San Juan will install new
technology at the generating station to reduce mercury, particulate matter, NOx, and SO; emissions. In

addition, TEP's share of increased operating and maintenance costs associated with the new technologies is
expected to be approximately $1 million per year over the next 10 years.

2 TEP has agreed with the owners of Springerville Units 3 and 4 that, upon expiration of the Springerville Coal
Handling Facilities and Common Leases, TEP will exercise its fixed price purchase option under such lease and
acquire the leased facilities. The fixed prices to acquire such facilities will be $120 million in 2015, $38 million in
2017, and $68 million in 2021. Upon such acquisitions by TEP, each of the owners of Springerville Unit 3 and Unit
4 have the obligation to purchase from TEP a 17% interest in the Springerville Coal Handling Facilities and a 14%
interest in the Springerville Common Facilities.

13 As a result of adopting FIN 48 on January 1, 2007, TEP recorded a liability for uncertain tax positions. At
December 31, 2007, TEP's liability totals $12 million. TEP is unable to estimate when its liability for uncertain tax
positions will be settled. Tax years 2002 through 2006 are open under federal, Arizona and New Mexico statutes.

We have reviewed our contractual obligations and provide the following additional information:

* We do not have any provisions in any of our debt or lease agreements that would cause an event of
default or cause amounts to become due and payable in the event of a credit rating downgrade.

+ None of our contracts or financing arrangements contains acceleration clauses or other consequences
triggered by changes in our stock price.




Di\lridends on Commeon Stock

On February 27, 2008, UniSource Energy dectared a first quarter cash dividend of $0.24 per share on its Common
Stock. The first quarter dividend, totaling approximately $9 million, will be paid March 21, 2008 to shareholders of
record at the close of business March 10, 2008. During 2007, UniSource Energy paid quarterly dividends to its
sharehotders of $0.225 per share; for all of 2007, total dividends paid were $32 million. In 2006, UniSource
Energy paid quarterly dividends to its shareholders of $0.21 per share; for all of 2006, total dividends paid were
$29 million.

i
Income Tax Position

i
At December 31, 2007, UniSource Energy had, for federal and state income tax filing purposes, the following
carryforward amounts:

} Amount Expiring

; -Millions of Dollars- Year
Capital Loss $ 4 2010-2011
AMT Credit 41 -

| .
Interna! Revenue Service Matters

On its 2002 tax return, TEP filed for an automatic change in accounting method relating to the capitalization of
|nd|rect costs to the production of electricity and self-constructed assets. The new accounting method was also
used on the 2003 and 2004 returns for TEP, UNS Gas and UNS Electric.

In 2005 the Internal Revenue Service (IRS) issued a ruling limiting the ahility of electric and gas utilities to use the
new accounting method. As a result, TEP, UNS Gas and UNS Electric amended their 2002, 2003 and 2004
Federal and state tax returns to remove the benefit previously claimed using the accounting method and remitted
tax and interest of $31 million for TEP and $1 million for UNS Gas and UNS Electric to the IRS and state tax
authorltles Based on settlement guidelines relating to the accounting metheod that were issued by the IRS in
March 2007, TEP, UNS Gas and UNS Electric have settled this issue with the IRS. The company recorded the
effects of the settlement in December 2007 by recogmzrng $2 miflion in interest income related to the settlement,
The company anticipates receiving $12 millicn in taxes and interest during 2008 which will have no impact on the
overall tax provision or on net income.

TUbSON ELECTRIC POWER COMPANY
|
REISULTS OF OPERATIONS

The financial condition and results of operations of TEP are currently the principal factors affecting the financial
condrtlon and results of operations of UniSource Energy on an annual basis. The following discussion relates to
TEP s utility operations, unless otherwise noted.

]
2007 Compared with 2006

TEP recorded net income of $53 million in 2007 compared with $67 million last year. The following factors
conltributed to the decrease:

« a $7 million increase in total operating revenues less fuel and purchased power expense due to the
i following:

|

|

¢ a $37 million increase in retail revenues due to hot weather during the third quarter, cool weather during
the first quarter and customer growth;

t ¢ a $17 million increase in wholesale revenues. Wholesale revenues in 2007 and 2006 included $8 million
and $3 million, respectively, of transmission revenues related to Springerville Unit 3. Wholesale revenues
' also benefited from higher short-term wholesale sales activity;




o

* a $27 million increase in other revenues due primarily to fees and reimbursements received from Tri-State
for fuel and O&M costs related to Springerville Unit 3 and reimbursements received frem SRP for
expenses related to Springerville Unit 4; offset by:

» a $40 million increase in purchased power expense due to increased retail energy demand during the third
quanter, higher short-term wholesale activity and expenses related to the 100 MW purchased power
contract with Tri-State that commenced in September 2006 and ended August 1, 2007; and

» a $34 million increase in fuel expense due to an increase in gas-fired generating output, as well as
increases in coal and rail expenses. See Operating Expenses, Fuel and Purchased Power Expense,
below.

Other factors impacting the results for 2007 include:

+ a $13 million increase in O&M expense due in part to planned maintenance outages at San Juan Unit 2 and
Springerville Unit 2 during the first quarter of 2007. Other factors contributing to higher O&M include a full year
of operating expenses at Luna, and expenses related to Springerville Units 3 and 4 that TEP incurred and for
which TEP received reimbursement from Tri-State and SRP. TEP's Q&M expense in 2007 included $24
million related to Springerville Units 3 and 4, compared with $9 million last year. O&M expense in 2007 was
partially offset by a pre-tax gain of $15 million refated to the sale of excess SO2 Emission Allowances,
compared with a pre-tax gain of $7 million in the same period last year;

» a $12 mitlion increase in the amortization of TEP's Transition Recovery Asset (TRA);
= a $7 million increase in depreciation and amortization due primarily to additions to plant in service; and

» a $10 million decrease in total interest expense due to lower balances on capital lease obligations. In addition,
interest expense in 2006 included an interest payment o the IRS for proposed adjustments to previously filed
tax returns and the write-off of fees related to the amendment of TEP's Credit Agreement.

In 2007, the net pre-tax benefit recognized by TEP related to Springerville Unit 3 for operating fees, a construction
bonus and a reduction in its share of the common costs was $13 million. See Tucson Electric Power Company,
Factors Affecting Resuits of Operations Springerville Units 3 and 4, below.

2006 Compared with 2005

TEP recorded net income of $67 million in 2006 compared with $48 million in 2005, The following factors
contributed to the improvement:

2006 included:

» a $53 million increase in total operating revenues less fuel and purchased power expense due to the
following:

+ a $28 million increase in retail revenues due to warm weather during the second quarter and retail
customer growth;

¢ a $9 million increase in wholesale revenues due primarily to $3 million of transmission revenues related to
Springerville Unit 3 and a $6 millicn increase in unrealized gains related to mark-to-market adjustments on
forward sales. Margins on wholesale sales were lower than last year due to a decline in the average
market price for power;

s a $23 million increase in other revenues due primarily to fees and reimbursements received from Tri-State
for fuel and O&M costs related to Springerville Unit 3;

» a $24 million decrease in purchased power expense due to increased production al TEP's coal-fired
generating plants and the availability of Luna to offset some of the wholesale purchases to meet retail
customer demand during peak summer periods. Purchased power expense also reflects a $4 million
increase in unrealized losses due to mark-to-market adjustments on forward purchases of energy; offset

by
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a $31 million increase in fuel expense due to increased generation at TEP’s coal-fired plants, gas-related
fuet expense at Luna and $8 million of fuel costs associated with Springerville Unit 3;

a $31 million increase in O&M expense. TEP's O&M includes $9 million of expenses related to
Springerville Unit 3. In addition, pre-tax gains related to the sale of excess SO2 emission allowances were
$7 million lower than 2005. Other factors contributing to higher O&M include operating expenses at Luna;
generating plant maintenance; and higher payroll expenses;

a $10 millicn increase in the amortization of TEP's TRA; and

a $13 million decrease in total interest expense due primarily to lower interest on long-term debt and
capital lease obligations, which was partially offset by interest paid to the IRS related to a notice of a
proposed adjustment to previously filed tax returns and fees incurred in the third quarter of 2006 refated to
amending TEP's Credit Agreement.

In 2006, the net pre-tax benefit recognized by TEP related to Springerville Unit 3 for operating fees and its share of
the common costs was $4 million.

Utility Sales and Revenues

Cu,stomer growth, weather and other consumption factors affect retail sales of electricity, Electric wholesale
revenues are affected by market prices in the wholesale energy market, the availability of TEP generating
res;ources, and the level of wholesale forward contract activity.

I
|

The table below provides trend information on retail sales by major customer class and electric wholesale

sales made by TEP in the last three years as well as weather data for TEP's service territory.

Sales Operating Revenue
2007 2006 2005 2007 2006 2005
| -Millions of KWh- -Millions of Dollars-
Electric Retail Sales:
Residential 4,005 3,778 3,633 § 363 $ 343 $ 331
Commercial 2,058 1,959 1,856 214 203 183
Industrial 2,341 2,278 2,302 168 165 166
Mining 983 925 843 49 44 40
Public Authorities 247 261 241 18 19 17
Total Electric Retail Sales 9,634 9,201 8,875 812 774 747
Electric Wholesale Sales Delivered:
Long-term Contracts 1,101 1,076 1,188 56 51 55
Other Sales 2,458 2,340 1,994 125 117 115
Transmission - - - 15 11 8
Total Electric Wholesale Sales 3,559 3,416 3,182 196 179 178
Total Electric Sales 13,193 12,617 12,057  $1,008 $ 953 $ 925
Weather Data:
Cooling Degree Days 1,517 1,371 1,529
10-Year Average 1,424 1,414 1,426
Heating Degree Days 1,506 1,295 1,257
10-Year Average 1,497 1,487 1,488

2007 Compared with 2006
|

Total revenues from kWh sales to retail customers increased by $38 million, or 5%. in 2007 compared with 2006,
due to hot summer weather, cooler temperatures during the winter months and customer growth. Cooling degree
days were 11% higher than last year and 7% above the 10-year average; heating degree days were 16% higher
than last year and 2% above the 10-year average.
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Wholesale revenues increased $17 million in 2007 compared with last year. Wholesale revenues included $8
million in transmission revenues related to Springerville Unit 3 in 2007 and $3 miflion in 2006. Wholesale kWh
sales increased 3%; however, margins on whaolesale sales were lower due to a 6% decrease in the average
market price of wholesale energy. See Faclors Affecting Results of Operations, Market Prices, below.

Mark-to-Market Adjustments on Trading Activity

The table below summarizes the net unrealized gains (losses) on TEP’s forward sales and purchases of energy.
The net unrealized gain (loss) on forward sales and purchases of energy is presented on the income statement in
wholesale revenues. Amounts for 2007 are based on the market price of energy as of December 31, 2007.

2007 2006 2005
-Miltions of Dollars-

Net Unrealized Gain (Loss) on

Forward Sales of Energy ($8) $7 $1
Net Unrealized (Loss) Gain on
Forward Purchases of Energy 8 (6) {2)
Net Unrealized Gain {(Loss) $ - $1 $(1)
2006 Compared with 2005

Total revenues from kWh sales to retail customers increased by $28 million, or 4%, in 2006 compared with 2005,
due primarily to customer growth.

Wholesale revenues increased $9 million in 2006 compared with 2005. In 2006, wholesale revenues included $3
million in transmission revenues related to Springerville Unit 3 and a $6 million increase in net unrealized gain due
to mark-to-market adjustments on forward sales. Whotesale kWh sales increased 8% primarily due to the higher
availability of TEP's coal plants; however, margins on wholesale sales were lower due to a 16% decrease in the
average market price of wholesale energy. TEP's margins on wholesale sales were higher in 2005, as hurricane
activity in the Gulf of Mexico boosted market prices for wholesale energy in the last six months of the year. See
Factors Affecting Resuits of Operations, Market Prices, below.
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Operating Expenses

20#)7 Compared with 2006

F u‘gl and Purchased Power

TEP's fuel and purchased power expense, and energy resources for 2007, 2006 and 2005 are detailed below:

%

E Generation Expense
2007 2006 2005 2007 2006 2005

| -Millions of kWh- -Millions of Doliars-
Coal-Fired Generation

Four Corners 717 812 783 $ 12 $ 12 $ 11

Navajo 1,283 1,215 1,224 21 17 18

San Juan 2,306 2,486 2,484 53 56 53

Springerville 5,914 5,827 5,572 96 96 94

Sundt 4 750 623 787 25 14 16
Total Coal-Fired Generation 10,970 10,963 10,847 $ 207 $195 $190
G?S-Fired Generation

Luna 782 516 - 46 24 -

Qther Units 306 334 368 33 31 36
Total Gas-Fired Generation 1,088 850 368 79 55 36
Solar and QOther Generation ] 9 9 - - -
Total Generation " 12,067 11,822 11,224 286 250 226
Total Purchased Power 2,047 1,680 1,639 140 100 133
Total Resources 14,114 13,602 12,863 $426 $350 $359
Less Line Losses and Company Use 921 885 806
Total Energy Sold 13,193 12,617 12,057

M Fuel expense in 2007 and 2006 excludes $5 million and $8 million, respectively, related to Springerville Unit 3; the fuel costs incurred on
behalf of Unit 3 are recorded in Fuel Expense and the reimbursement by Tri-State Is recorded in Other Revenue.

Despite similar output from TEP's coal-fired generating units compared with last year, total coal-related fuel
expt‘gnse was $12 million, or 6% higher than 2006. Higher coal and rail costs at Sundt Unit 4 and higher mining
costs at Navajo were partially offset by $8 millicn of settlement benefits and year-end adjustments associated with
mining costs at San Juan. :

As a result of higher retail demand, TEP used Luna to help offset the amount of purchased power needed to serve
peak demand during the summer months. Gas-fired generation increased by 28% and gas-related fuel expense
wasl$24 million higher than 2006 due to the availability of Luna for all of 2007 and higher retail energy demand.

Higher retail energy demand, increased wholesale sales activity and energy purchased from Tri-State under a
purchased power agreement contributed to an increase in power purchases of 458,000 MWh, or 27%, compared
with last year. Purchased power expense increased by $40 million as a result of the higher purchase volumes and
demand charges associated with the Tri-State purchased power contract.

The table below shows TEP's average resource cost per kWh generated and purchased:
|

! 2007 2006 2005
? -cents per kWh-

Coal 1.89 1.78 1.75

Gas* 7.26 6.69 9.78

Purchased Power 6.84 5.95 8.11

All |Sources - Average 3.02 2.59 2.79

*In ZOPG, the average cost of gas generation per kWh excludes test energy produced at

Luna land its associated fuel costs.
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TRA Amortization

TRA amortization was $12 million higher in 2007 compared with 2006. Amortization of the TRA is the result of the
Settlement Agreement with the ACC, which changed the accounting method for TEP's generation operations. This
item reflects the recovery, through 2008, of transition recovery assets which were previously regulatory assets of
the generation business. The amount of amortization is a function of the TRA balance and total kWh consumption
by TEP’s distribution customers. TEP expects the TRA balance of $24 million at December 31, 2007 to be fully
amortized in May 2008. See Factors Affecting Results of Operations, TEP Rate Proposal Filing, Fixed CTC, below.

Operating Expenses
2006 Compared with 2005
Fuet and Purchased Power

The start of commercial operation of Luna and higher coal plant availability in the summer months led to a $24
million increase in fuel expense in 2006 (excluding fuel expenses at Springerville Unit 3); however, purchased
power expense decreased $24 million as these same factors reduced TEP's need to purchase power during the
summer months to meet retail demand. Gas-fired generation more than doubled in 2006, causing gas-related fuel
expense to increase $19 million, or 53%. Coal-fired generation increased 1%, leading to a $5 million increase in
coal-related fuel expense. Luna's generation output reported in the table above includes energy generated during
its test phase, but does not include any associated fuel costs which were capitalized and reported as project costs.

Despite a 4% increase in purchased energy volumes, purchased power expense was $24 miilion, or 18%, lower
due to a decrease in average wholesale energy prices in 2006 as well as fewer short-term purchases during the
summer months when market prices for wholesale energy are typically higher. In September 2006, TEP began
purchasing energy from Tri-State under a 100 MW purchased power agreement that was terminated August 1,
2007.

TRA Amortization

TRA amortization increased $10 million in 2006. See 2007 Compared with 2008, TRA Amortization, above for
further explanation of the TRA.

QOther Income {Deductions)

In 2005, TEP's Income Statement included inter-company Interest Income of $2 million. This represented Interest

Income on a promissory note TEP received from UniSource Energy in exchange for the transfer to UniSource

Energy of its stock in Millennium in 1998. UniSource Energy repaid the inter-company promissory note on March

1, 2005. On UniSource Energy's Consolidated Statement of Income, this Interest Income, as well as UniSource

Energy’s related interest expense, was eliminated as an inter-company transaction. See Liquidity and Capital .
Resources, TEP Cash Flows, Inter-Company Note from UniSource Energy, below. .

FACTORS AFFECTING RESULTS OF OPERATIONS

Competition

Retail

In 2001, all of TEP's retail customers became eligible to choose an alternative energy service provider (ESP),
however, only a small number of commercial and industrial customers initially chose an ESP. By 2002, none of
TEP's retail customers were served by an alternative ESP.

In 2004, an Arizona Court of Appeals decision held invalid certain portions of the ACC rules on retail competition
and related market pricing. In February 2006, the ACC Staff requested that a proceeding be opened to address
the issue of retail electric competition. We cannoct predict what changes, if any, the ACC will make to the

competition rules. TEP has met all conditions required by the ACC to facilitate electric retail competition, including
ACC approval of TEP's direct access tariffs.

13-




TEP competes against gas service suppliers and others that provide energy services. Other forms of energy
technologies may provide competition to TEP's services in the future, but to date, are generally not financially
viabie alternatives for its retail customers. Self-generation by TEP's large industrizl customers could aiso provide
competltlon for TEP's services in the future, but has not had a significant impact to date.

Wholesale

In the wholesale market, TEP competes with other utilities, power marketers and independent power producers in
the| sale of electric capacity and energy.

Setltlement Agreement

in 1999, the ACC approved the Rules that provided a framework for the introduction of retail electric competition in
Arazona as well as the Settlement Agreement between TEP and certain customer groups related to the
lmplementat|on of retail electric competition in Arizona.

The Rules and the Settlement Agreement established:

i- a period from November 1999 through 2008 for TEP to transition its generation assets from a cost of
service based rate structure to a market, or competitive, rate structure;

the recovery through rates during the transition period of $450 million of stranded generation costs through

‘ a fixed competitive transition charge (Fixed CTC);

ie  capped rates for TEP retail customers through 2008;

(* an ACC interim review of TEP retail rates in 2004;

¢ unbundling of electric services with separate rates or prices for generation, transmission, distribution,
metering, meter reading, billing and collection, and ancillary services;

* aprocess for ESPs to become licensed by the ACC to sell generation services at market prices to TEP

w retail customers;

¢ access for TEP retail customers to buy market priced generation services from ESPs beginning in 2000
(currently, no TEP customers are purchasing generation services from ESPs); and

¢ transmission and distribution services would remain subject to regulation on a cost of service basis.

We belleve that the Settlement Agreement contemplates that TEP’s retail rates for generation service be market-
based beginning on January 1, 2009.

Track A Proceeding

Durmg 2002 and 2003, the ACC reexamined circumstances that had changed since it approved the Rules in 1999,
One issue, called Track A, related primarily to the divestiture of generation.

Under the ACC’s Rules, TEP and other utilities were required to divest their generation assets. TEP later
requested a waiver of the divestiture requirement. The Track A order granted TEP's request and eliminated the
divesture requirement. As a result, generation assets remain at TEP. At the same time, the ACC ordered the
parﬁ_es including TEP, to develop a competitive bidding process and reduced the minimum amount of power to be
acquired in the competitive bidding process to only that portion not supplied by TEP's existing resources.

2004 General Rate Case Information

In June 2004, as required by the Settlement Agreement, TEP filed general rate case information with the ACC.
TEPs filing did not propose any change in retail rates at that time and, under the terms of the Settlement
Agreement, no rate case filed by TEP through 2008 may result in a net rate increase. However, absent the
restriction on raising rates, TEP believes that the data in its filing would have justified an increase in retail rates of
16%.

The general rate case information used a historical test year ended December 31, 2003 and established, based on
TEP's Standard Offer service, excluding the $0.009 per kWh Fixed CTC, that TEP was experiencing a revenue
deficiency of $111 million. None of the intervenor testimony filed proposed any decrease to TEP's rates.
Test'mony filed by the ACC Staff, RUCO and Arizonans for Electric Choice and Competition indicated revenue
deﬁoliencies, excluding Fixed CTC revenue, for TEP of $67 million, $32 million and $38 million, respectively. In

i
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2005, the ALJ issued a procedural order suspending the remaining testimony fiting deadlines and hearing in the
2004 rate review.

TEP Rate Proceeding

Beginning in May 2005, TEP filed a series of pleadings requesting the ACC to resolve the uncertainty surrounding
the methodology that will be applied to determine TEP's rates for generation service after 2008. TEP filed the
pleadings in response to the Arizona Court of Appeals’ ruling related to retail competition and market pricing and a
lack of agreement by a number of participants in TEP's rate proceedings on rate methodology after 2008. TEP
believes that the Settlement Agreement contemplated market based rates for generation service after 2008; other
participants, including ACC Staff, disagree and have stated that the Settlement Agreement does not control how
TEP's rates for generation service will be established after 2008.

Procedural Schedule

in February 2008, the ACC modified the schedule for TEP's rate proceeding. ACC Staff and intervenor testimony
is due February 29, 2008. The remainder of the procedural schedule is as follows:

Date
TEP rebuttal to intervenor testimony April 1, 2008
ACC Staff and intervenor surrebuttal testimony  Aprit 24, 2008
TEP rejoinder testimony May 7, 2008
Hearings before ALJ May 12, 2008

In accordance with an ACC order in this proceeding, TEP filed the three rate proposal methodologies described
below, with the ACC to establish new rates for TEP when the existing rate increase moratorium of the Settlement
Agreement is lifted on January 1, 2009. At this time, TEP cannot predict whether any of the proposed
methodologies will be adopted by the ACC or when the ACC will issue its final order.

As part of this proceeding, all of TEP’s legal rights and claims arising out of the Settlement Agreement and the
decision approving the Settlement Agreement are fully preserved. If TEP does not receive adequate rate relief
from the ACC, TEP's results of operations, net income and cash flows could be negatively impacted. In that case,
TEP may initiate legal proceedings against i) the ACC, and other parties, for breach of the Settlement Agreement
and, ii) against the ACC for inadequate rates.

Fixed CTC and Incremental Revenue

According to a May 8, 2007 order of the ACC, TEP's current Standard Offer rates shall remain at their current
level, including continued collection of an amount equivalent to the Fixed CTC (30.009 per kWh), until the effective
date of a final order in the rate proposal proceeding. The incremental revenue collected as a result of continuing to
collect an amount equivalent to the Fixed CTC after it would otherwise terminate (estimated to be $65 million} shall
accrue interest and shall be subject to refund or credit or other such mechanism to protect customers, as
determined in the rate proposal docket.

An ACC decision regarding TEP's rate proceeding is expected in the fourth quarter of 2008. Prior to an ACC
decision, the revenues will not be recognized as income because the revenues collected are subject to refund.
Consequently, second and third quarter earnings are expected to be substantially below prior year quarterly
results.

The Fixed CTC would otherwise terminate when the TRA balance is amortized to zero (approximately May 2008).
From January 1, 2008 to approximately May 31, 2008, TEP expects to record Fixed CTC revenues of
approximately $28 million and amortization expense of approximately $24 million related to the TRA. In 2007, TEP
recorded $78 million of amortization expense related to the TRA. After the expiration of the Fixed CTC, TEP does
not expect to record any similar revenues or expense until or unless the ACC issues a final order that authorizes
TEP to retain any incremental revenues.

TEP has proposed a full refund of these “true up” revenues over a 12-month period under the Market

Methodology. Under the Cost-of-Service and Hybrid Methodologies, TEP proposes other credits and offsets to be
provided to customers in lieu of a refund.

-15-




|
TE!P Rate Proposals

|
Rate Proposal Summary

The table below summarizes the major components for each of the rate methodologies, which are all based on a
test year ending December 31, 2006. All methodologies reflect a pro forma capital structure of 45% equity and
55% debt, as well as a 10.75% return on equity, a 6.39% cost of debt and an 8.35% weighted average cost of
capital.
|

1
|
|

Market Cost of Service Hybrid
R?te increase over current 22% 23% 15%
average rates
Annual revenue increase based  $172 million $181 million (including ~ $117 million
on current average rates collection of TCRA)
Onglnal cost rate base 5540 million $983 million $921 million
Fair value rate base* $777 million $1.42 billion $1.31 billion
Rate base composition Distribution and Distribution and Distribution and
! Local Generation Generation assets Generation assets
( assets {excluding Navajo and
Four Corners)
TCIIRA N/A $788 million; not N/A
included in rate base
|C|RA $14 million included  $47 million included in $47 million included in
‘ in rate base rate base rate base
|
PRFAC N/A Yes Yes

*Faif value rate base as traditionally caiculated by the ACC

Market Methodology

Under this methodology, rates for generation service would be determined by using the market-based proxy, the
Market Generation Credit (MGC), which was developed pursuant to the Settlement Agreement and approved by
the |ACC Rates for transmission and distribution would be determined using cost-of-service principles.

TEP s ACC rate base under this methodology would include an Implementation Cost Regulatory Asset (ICRA) of
$14 million amoertized over four years to reflect a portion of the costs of TEP’s transition to retail competition under
the Settlement Agreement. Under this methodology, transmission and ancillary service rates would reflect the
rates in TEP's FERC-approved Open Access Transmission Tariff (OATT), and TEP’s service area would remain
open to direct access retail competition,

If adopted TEP’s rate filing indicated that the Market Methodology would result in a projected overall increase of
approxlmately 22% over current rates.

Cost-of-Service Methodology
|

ThIS methodology would determine rates for generation, transmission and distribution using cost-of-service
pr|n0|ples

TEF's ACC rate base under this methodology would include an ICRA of $47 million (including the $14 mifiion
described in the Market Methodology) amortized over four years to reflect the total costs of TEP's transition to
retall competition under the Settlement Agreement, in addition to a Termination Cost Regulatory Asset (TCRA) of
$788 million to be recovered over 10 years for the economic burden shouldered by TEP under the Settlement
Agreement assuming TEP is not permitted to charge market rates for generation service beginning in 2009.

Also with this methodology, a Purchased Power and Fuel Adjustor Clause (PPFAC) would be implemented. Luna
wou!d be included in the PPFAC at $7 per KW-month for capacity plus the cost of fuel; in addition, Springerville
Unit.1 would be included in base rates at its market value of $25.67 per kW-month; fransmission and anciflary
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service rates would reflect TEP's QATT rate; and the exclusivity of TEP’s Certificate of Convenience and
Necessity would be restored.

If adopted, TEP's rate filing indicated that the Cost-of-Service Methodology would result in a projected overall
increase of approximately 23% over current rates. Excluding the TCRA, TEP's rate filing indicated a projected
overall rate increase of approximately 8% over current rates.

Hybrid Methodology

This methodology would utilize a hybrid ratemaking approach whereby TEP's generation, transmission and
distribution rates would be established by the same cost-of-service principles in the Cost-of-Service Methodology
described above including the PPFAC and $47 million ICRA. However, certain generation assets would be
excluded from cost-of-service ratemaking. The Hybrid Methodology would not include the TCRA.

The excluded generation assets would consist of TEP's interest in Navajo Units 1, 2 and 3 and its interest in Four
Corners Generating Station Units 4 and 5 (the "Excluded Generation Assets”). TEP’s share of the generating
capacity at Navajo and Four Corners is approximately 278 MW. The Excluded Generation Assets would be
dedicated to wholesale market transactions.

Under this methodology, transmission and ancillary service rates would reflect TEP’s OATT rate, and TEP’s
service area would be open to direct access retail competition for customers with at least 3 MW of load.

If adopted, TEP’s rate filing indicated that the Hybrid Methodology would result in a projected overall increase of
approximately 15% over current rates.

Regulatory Assets

In the Cost-of-Service Methodology, the $788 million TCRA consists of foregone revenues under the rate freeze,
along with carrying costs on the accumulated balance. The foregone revenues are based on the annual retail
revenue deficiency of $111 million for the test year ended December 31, 2003, identified by TEP in the 2004 rate
review docket. A separate charge of 1.26 cents/kWh represents the average retail rate TEP believes to be
necessary to fully recover the TCRA over an estimated ten year time period.

In each of the three methodologies, TEP is seeking to include the ICRA in rate base to be amortized over four
years. The $14 million ICRA in the Market Methodology represents costs previously authorized by the ACC, while
the $47 million ICRA in the Cost-of- Service and Hybrid Methodologies represents the total costs (excluding
foregone revenues) incurred by TEP to transition to electric competition.

Purchased Power and Fuel Adjustment Clause

TEP does not currently have in place a PPFAC. TEP is proposing a PPFAC that would reflect a forward-looking
estimate of fuel and purchased power costs. A PPFAC is included in both the Cost-of-Service and Hybrid
Methodologies.

The PPFAC is proposed to be structured as follows:

Forward Component. This component would be based on the difference between the forecasted fuel and
purchased power costs for the following year and the amount recovered through base rates. For example,
forecasts for fuel and purchased power in 2010 would be used to establish the PPFAC Forward Component for
2010 as compared with the base cost of power included in rates.

True-Up Component. This component would reflect the difference between actual fuel and purchase power costs
with the amount TEP collected through both base rates and the PPFAC rate in a given year. If actual costs were
above (below) what was collected, the True-Up Component would be charged (credited) to the PPFAC rate for the
subsequent year.

TEP’s proposal assumes the Base Cost of Fuel and Purchased Power for 2009 is based on forward market

conditions for 2009, resulting in a PPFAC rate for 2009 of zero. The PPFAC mechanism would be used to set the
PPFAC for 2010 and subsequent years.
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In the Cost-of-Service Methodology, TEP would credit 90% of short-term wholesats revenues against fuel and
purchased power costs. In the Hybrid Methodology, TEP would credit 100% of short-term wholesale revenues
agarnst these costs.

FERC Proceeding

TEP is a party to a proceeding pending at FERC involving the interpretation of the 1982 Power Exchange and
Transmrssron Agreement (1982 Agreement) between TEP and El Paso Electric (El Paso). The dispute relates to
TEP s ability to use existing rights for the transmission of power from Luna to TEP's system. On September 6,
2007, a FERC ALJ issued an initial decision, subject to full FERC review, that suppeorts TEP's position.

As part of this proceeding, TEP has requested that FERC order El Paso to refund transmission charges paid by
TEP during the pendency of this dispute proceeding. These refunds include $3.5 million paid to El Paso in 2008,
$3 mtlhon paid to El Paso in 2007, as well as any additional disputed transmission purchased prior to FERC
|ssurng its final order. TEP expects FERC to issue its final order in 2008,

Market Prices

As a participant in the Western U.S. wholesale power markets, TEP is directly and indirectly affected by changes
in market conditions. The average annual market price for around-the-clock energy based on the Dow Jones Palo
Verde Index was lower in 2007 than in 2006, and the average annual price for naturat gas based on the Permian
lndex increased in 2007 compared with last year. We cannot predict whether changes in various factors that
infilence demand and supply will cause prices to change during 2008.

Avg. Market Price for Around-the-Clock Energy - $/MWh 2007 2006 2005
Quarter ended December 31 $52 $48 $78
Year ended December 31 47 50 59
Avg. Market Price for Natural Gas - $/MMBtu 2007 2006 2005
| Quarter ended December 31 $6.06 $5.58 $9.67
| Year ended December 31 6.11 6.05 717
Shc rt-term and spot power purchase prices are also closely correlated to natural gas prices. Due to its increasing

seasonal gas and purchased power usage, TEP hedges a portion of its total natural gas exposure from plant fuel
and gas-indexed purchased power with fixed price contracts for a maximum of three years, TEP currently has
approxrmately 25% of this exposure hedged for the summer peak period of 2008 (June — September) at a
welghted average price of $7.45 per MMBtu. TEP purchases its remaining gas fuel needs and purchased power in
the ;spot and short-term markets.

Market prices may also affect TEP's wholesale revenues. TEP commits to future sales of energy as part of its
ongomg efforts to hedge its excess generation based on projected gensration capability, forward prices and
generatron costs. For 2008, TEP has sold forward approximately 287,000 MWh at an average price of $56 per
MWh.

i

Coal Supply

We expect TEP's total coal-related fue! expense across all of its plants to increase by $18 million in 2008,
compared with 2007. Excluding the $8 million of settiement benefits and year-end adjustments related to mining
costs at San Juan recognized in the fourth quarter of 2007, general cost pressures are expected o increase total
coal-related fuel expense by $10 million, or 5% in 2008,

Generating Plant Operating Performance

In February 2008, Springerville Unit 1 incurred a partial collapse of one of four scrubber modules. Structural
mspectlon is proceeding on the seven remaining scrubber modules on Springerville Units 1 and 2 to determine
both the short and long-term repairs required for continued reliable operation. The inspections are expected to be
completed in March 2008. TEP may incur up to $10 million of capital and operating costs in 2008 to repair the
scrubber modules, some portion of which will be covered by insurance. During the module repair process, the
output from Springerville Units 1 and 2 could be reduced by 10 to 15 MW for each unit. The duration of the repair
process depends on the outcome of the inspection.
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Emission Allowances

TEP has SO, Emission Allowances in excess of what is required to operate its generating units. The excess
results primarily from a higher removal rate of SO, emissions at Springerville Units 1 and 2 following recent
upgrades to environmental plant components and related changes to plant operations. From time to time, TEP will
sell a portion of its excess SO, Emission Allowances. The table below summarizes sales made since 2005.

Pre-tax Gain
Delivery Allowances Sold {millions)
2005 15,000 $13
2006 10,000 7
2007 22,000 15

TEP expects to have approximately 14,000 excess SO, Emission Allowances through 2009. Existing regulations
call for changes to the EPA SO2 Emissions Allowances allocation beginning in 2010. As a result, beginning in
2010, TEP's SO2 Emissions Allowances allocations will slightly decrease. |n addition, TEP expects the market for
502 Emissions Allowances to change and their value to decline.

Springervilie Units 3 and 4

TEP operates Springerville Unit 3 on behalf of Tri-State and receives annual pre-tax benefits in the form of rental
payments and other fees and cost savings. TEP recorded pre-tax benefits of $13 million in 2007 and $4 million in
2006 retated to Springerville Unit 3.

Springerville Unit 4 is under construction and expected to be completed by the end of 2009. TEP will operate
Springerville Unit 4 on behalf of SRP and expects to receive annuat pre-tax benefits of approximately $8 million in
the form of rental payments and other fees and cost savings.

LIQUIDITY AND CAPITAL RESOURCES
TEP Cash Flows

During 2008, TEP expects to generate sufficient internal cash flows to fund a portion of its construction
expenditures as well as its operating activities, required debt maturities and dividends to UniSource Energy. Cash
flows may vary during the year, with cash flow from operations typically the lowest in the first quarter and highest in
the third quarter due to TEP's summer peaking load. As a result of the varied seasonal cash flow, TEP will use, as
needed, its revolving credit facility to fund its business activities.

The tabie below shows the cash available to TEP after capital expenditures, scheduled debt payments and
payments on capital lease obligations:

2007 2006 2005
-Milliens of Dollars-
Net Cash Flows — Operating Activities (GAAP) $ 264 $ 227 $ 243
Amcunts from Statements of Cash Flows:
Less: Capital Expenditures (163) (156) {150)
Net Cash Flows after Capital Expenditures {(non-GAAP)* 101 71 93
Amounts from Statements of Cash Flows:
Less: Retirement of Capital Lease Obligations (71) (61) (53)
Plus: Proceeds from Investment in Lease Debt 28 22 14
Net Cash Flows after Capital Expenditures and
Required Payments on Debt and Capital Lease
Obligations {(non-GAAP)* $ 58 $ 32 $ 54
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2007 2006 2005

Net Cash Flows — Operating Activities (GAAP) $264 $227 $243
Net Cash Flows — Investing Activities (GAAP) (137) {182) {129)
Net Cash Flows — Financing Activities (GAAP) (120) (79) (174)
Net Cash Flows after Capital Expenditures {non-GAAP)* 1™ 71 93

Net Cash Flows after Capital Expenditures and
Required Payments on Debt and Capital Lease
Obligations (non-GAAP)* 58 32 54

" Ntlet Cash Flows after Capital Expenditures and Net Cash Flows Available after Required Payments, both non-GAAP measures of liquidity,
should nol be considered as alternatives to Net Cash Flows - Operating Activities, which is determined in accordance with GAAP as a measure
of llqmdlty We believe that Net Cash Flows after Capital Expenditures and Net Cash Flows Available after Required Payments provide useful
mfolrmanon to investors as measures of liquidity and our ability to fund our capital reguirements, make required payments on debt and capital
lease obligations, and pay dividends to UniSource Energy.

Liqluidity Outlook

As a result of growing capital expenditures, TEFP may use its revolving credit facility on a more frequent basis.
Other funding sources to meet the capital requirements from TEP's strong customer growth could include the
|ssuance of long-term debt as well as capital contributions from UniSource Energy. The need for external funding
sources is partially dependent on the cutcome of TEP's rate proceedings.

In August 2008, $138 miillion of TEP mortgage bonds with a coupon of 7.5% will mature. TEP expects to refinance
thelmaturing debt with a new debt issuance prior to August 2008.

Opilarating Activities
|
In 2|007, net cash flows from operating activities increased by $37 million compared with the same period in 2006.

|
In 2007, net cash flows were impacted by:
' an $11 million decrease in cash receipts from electric retail and wholesale sales, net of fuel and purchased
| energy costs, due primarily to higher coal-related fuel expense and power purchases made during peak
| summer demand periods,
:- a $10 million increase in proceeds from the sale of excess SO2 emission allowances;
1

* a $6 million decrease in total interest paid due to lower capital lease obligation balances, lower long-term
debt balances and lower annual fees under the TEP Credit agreement that was entered into in May 2005
and amended in August 2006;

» a $22 million increase in other cash receipts due primarily to payments from Tri-State for fees and the
reimbursement of operating costs related to Springerville Unit 3;

a $46 million decrease in income taxes paid due to lower taxable income and payments made last year for
amended tax returns; offset by

+ a $23 million increase in O&M costs due primarily to operating costs for Springerville Unit 3, which are
| reimbursed to TEP and recorded as Cash Receipts from Operation Springerville Unit 3, and higher
generating plant maintenance costs;

¢ a %7 miltion increase in taxes other than income taxes; and

)

+ a %5 million increase in wages paid.

Inve;sting Activities
Net <j:ash used for investing aclivities was $45 miliion lower in 2007 compared with 2006 primarily due to:

« a $6 million increase in proceeds from investments in Springerville Lease Debt;
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o a $6 million increase in capital expenditures related to TEP's share of the construction costs of
Luna and growth and maintenance of TEP’s electric system; and

s in 2006, TEP’s purchase of a 14% equity interest in Springerville Unit 1 Lease, which represents
approximately 53 MW of capacity.

Capita! Expenditures
TEP’s forecasted capital expenditures are summarized below:
Category 2008 2009 2010 2011 2012

-Millions of Dollars-
Transmission, Distribution and Other Facilities $183 $157 $219 $165 $171

Generation Facilities 64 76 58 119 48
Environmental 60 16 7 11 4
Total $307 $249 $284 $295 $223

Capital expenditures for TEP for 2008 through 2011 are expected to be $1.1 billion, or 20% higher than reported in
2007. This increase is the result of several factors including: higher material and construction costs; the need to
increase high-voltage transmission capacity into TEP's service territory; the reinforcement and expansion of
transmission and distribution facilities; environmental upgrades to generating facilities; and customer growth.

These estimated expenditures include costs for TEP to comply with current federal and state environmental
regulations. These estimates do not include the costs to construct the proposed Tucson to Nogales, Arizona
transmission line. All of these estimates are subject to continuing review and adjustment. Actual construction
expenditures may be different from these estimates due to changes in business conditions, construction
schedules, environmental requirements, and changes to TEP's business arising from retail competition. TEP
plans to fund these expenditures through internally generated cash flow.

Tucson to Nogales Transmission Line

If all regulatory approvals are received, the future costs to construct the transmission line from Tucson to Nogales,
Arizona are expected to be approximately $35 million. Through December 31, 2007, approximately $11 million in
land acquisition, engineering and environmental expenses have been incurred on this project. If the required
approvals are not received, TEP may be required to expense a portion of the costs that have been capitalized
related to the project, propose alternative methads to the ACC for improving reliability and spend additional
amounts to implement such alternatives.

In addition to TEP’s forecasted capital expenditures for construction, TEP’s other capital requirements include its

required debt maturities and capital lease obligations. See Note 7 of Notes to Consolidated Financial Statements
— Debt, Credit Facilities, and Capital Lease Obligations.

Investrents_in Springerville Lease Debt and Equity

At December 31, 2007, TEP had $153 million of investments in lease debt and equity on its balance sheet. The
yields on TEP’s investments in Springerville Lease Debt, at the date of purchase, range from 8.9% to 12.7%. The
table below provides a summary of the investment balances in lease debt.

Lease Debt Investment Balance

Leased Asset December 31, 2007 December 31, 2006
- In Millicns -
Investments in Lease Debt:
Springerville Unit 1 $ 71 $ 81
Springerville Coal Handling Facilities 34 52
Total Investment in Lease Debt $105 $133

TEP’s investment in lease debt balance declines over time due to the amertization of lease debt that occurs as a
result of the normal payments TEP makes on its capital lease obligations.
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See Note 7 of Notes to Consolidated Financial Statements — Debt, Credit Facilities and Capital Lease Obligations
Fi||1ancing Activities

Net cash used for financing activities was $41 million higher in 2007 compared with 2006. The following factors
contnbuted to the increase:

20p7 included:

* a $20 million net repayment under the TEP Revolving Credit Facility compared with $30 million in net
! borrowings in 2006; and

= a $10 million increase in scheduled payments made on capital lease obligations; offset by
, * a $9 million decrease in dividends paid to UniSource Energy; and
I
rs an $18 million capital contribution from UniSource Energy;

At December 31, 2007, there were $10 million in outstanding borrowings under the TEP Revolving Credit Facility.

i
TEP Credit Agreement

The TEP Credit Agreement consists of a $150 million revolving credit facility and a $341 million letter of credit
facmty which supports $329 million of tax-exempt variable rate bonds. The TEP Credit Agreement matures in
2011 and is secured by $491 million of Mortgage Bonds. At December 31, 2007, there was $10 million
oulstandlng under the Revolving Credit Facility at an interest rate of 7.25%.

Interest rates and fees under the TEP Credit Agreement are based on a pricing grid tied to TEP's credit ratings.
Letter of credit fees are 0.55% per annum and amounts drawn under a letter of credit would bear interest at LIBOR
plus 0.55% per annum. TEP has the option of paying interest on borrowings under the revalving credit facility at
LIBPR plus 0.55% or the greater of the federal funds rate plus 0.5% or the agent bank's reference rate.

Thé_ TEP Credit Agreement restricts additional indebtedness, liens, sale of assets and sale-leaseback agreements.
The TEP Credit Agreement also requires TEP to meet a minimum cash coverage ratio and a maximum leverage
ratio. If TEP complies with the terms of the TEP Credit Agreement, it may pay dividends to UniSource Energy. As
of December 31, 2007, TEP was in compliance with the terms of the TEP Credit Agreement,

If an event of default occurs, the TEP Credit Agreement may become immediately due and payable. An event of
default includes failure to make required payments under the TEP Credit Agreemerit; change in control, as
deﬁned failure of TEP or certain subsidiaries to make payments or default on debt greater than $20 million; or
certain bankruptcy events at TEP or certain subsidiaries,

Springerville Common Facilities Leases

In 1985 TEP scld and leased back its undivided one-half ownership interest in the common facilities at the
Sprlngerwlle Generating Station. TEP refinanced the lease debt totaling $68 million in June 2006. Interest is
payable at LIBOR plus 1.5% through June 2009. The spread over LIBOR increases by 0.125% in June 2002 and
every three years thereafter to 2% by June 2018.

In June 2006, TEP entered into an interest rate swap to hedge a portion of the interest rate risk associated with the
portion of rent determined by the interest rate on this debt, This swap has the effect of fixing the interest rate
porlion of rent at 7.27% on a portion of the principal balance, which was $36 million at December 31, 2007.

The LIBOR rate in effect on December 31, 2007 was 5.19%, and 5.63% on December 31, 2006, which resulted in

a total interest rate on the lease debt of 6.69% at December 31, 2007, and 7.13% at December 31, 2006.
|
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Inter-Company Note from UniSource Eneray

In March 2005, UniSource Energy repaid to TEP a debt obligation in the principal amount of $95 million plus
accrued interest of $11 million. TEP used the proceeds of the May 2005 contribution to redeem or repurchase
certain of its existing debt through tender offers and redemptions. See Bond Repurchases and Redemplions,
below.

Capital Contribution from UniSource Energy
In December 2007, UniSource Energy made an $18 million capital contribution to TEP and a $110 million

contribution in May 2005. TEP used the proceeds of the May 2005 contribution to redeem or repurchase certain of
its existing debt through tender offers and redemptions, See Bond Repurchases and Redemptions, below.

Bond Repurchases and Redemptions

TEP made a sinking fund payment of $1 million on its 6.1% IDBs in January 2005. In March 2005, TEP redeemed
at par the remaining $31 miilion of its 6.1% |IDBs due in 2008, as well as the remaining $21 mittion of its 7.5% 1941
Mortgage |IDBs due in 2006.

In May 2005, TEP used the proceeds from the repayment of the note from UniSource Energy and the capital
contribution from UniSource Energy to purchase $147 million of its 1997 Pima Series B and $74 million of its 1997
Pima Series C fixed-rate tax-exempt bonds (Repurchased Bonds) at a price of $101.50 per $100 principal amount.
In May 2005, TEP redeemed at par the remaining $4 million of bonds outstanding under those series. TEP did not
cancel the bonds, which remain outstanding under their respective indentures. The bonds are not reflected as
debt on our balance sheet. In February 2008, TEP received approval from the Industrial Development Authority of
Pima County to issue refunding IDBs, the proceeds of which would be used to redeem the $221 million of
Unsecured IDBs held by TEP.

Mortgage Indenture

The Mortgage creates a lien on and security interest in most of TEP’s utility plant assets. Springerville Unit 2,
which is owned by San Carlos, is not subject to this lien and security interest. The Mortgage allows TEP to issue
additional mortgage bonds on the basis of (1) a percentage of net utility property additions and/or (2} the principal
amount of retired mortgage bonds. The amount of bonds that TEP may issue is also subject to a net earnings test
under the Mortgage.

TEP's Credit Agreement, which totals $491 million and is secured by Mortgage Bends, limits the amount of
mortgage bonds that may be outstanding to no more than $840 million. At December 31, 2007, TEP had a total of
$629 million in outstanding Mortgage Bonds, consisting of $491 million in bonds securing the TEP Credit
Agreement, and $138 million in bonds securing the 7.50% Collateral Trust Bonds due in 2008. Although the
Mortgage would ailow TEP to issue additional bonds, the limit imposed by the TEP Credit Agreement is more
restrictive and is currently the governing limitation.

Tax-Exempt Local Furnishing Bonds

TEP has financed a substantial portion of utility plant assets with industrial development revenue bonds issued by
the Industrial Development Autherities of Pima County and Apache County. The interest on these bonds is
excluded from gross income of the bondholder for federal tax purposes. This exclusion is allowed because the
facilities qualify as “facilities for the local furnishing of electric energy” as defined by the Internal Revenue Code.
These bonds are sometimes referred to as “tax-exempt local furnishing bonds.” To qualify for this exclusion, the
facilities must be part of a system providing electric service to customers within not more than two contiguous
counties. TEP provides electric service to retail customers in the City of Tucson and certain other portions of Pima
County, Arizona and to Fort Huachuca in contiguous Cochise County, Arizona.

TEP has financed the following facilities, in whole or in part, with the proceeds of tax-exempt local furnishing
bonds: Springerville Unit 2, Sundt Unit 4, a dedicated 345-kV transmission line from Springerville Unit 2 to TEP's
retail service area (the Express Line), and a portion of TEP's local transmission and distribution system in the
Tucson metropolitan area. As of December 31, 2007, TEP had approximately $359 million of tax-exempt local
furnishing bonds outstanding. Approximately $257 million in principal amount of such bonds financed Springerville
Unit 2 and the Express Line. In addition, approximately $31 million of remaining lease debt related to the Sundt
Unit 4 lease obligation was issued as tax-exempt local furnishing bonds.
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Various events might cause TEP to have to redeem or defease some or all of thess bonds:

formation of an RTO or ISO;
asset divestiture;

changes in tax laws; or
changes in system operations.

TEP beligves that its qualification as a local furnishing system should not be lost so tong as (1) the RTO or ISO
wculd not change the operation of the Express Line or the transmission facilities within TEP's local service area,

(2) the RTO or ISO allows pricing of transmission service such that the benefits of tax-exempt financing continue to
accrue to retail customers, and (3) energy produced by Springerville Unit 2 and TEP’s local generating units
contmues to be consumed in TEP’s local service area. However, there is no assurance that such qualification can

be malntalned Any redemption or defeasance of these bonds would likely require the issuance and sale of higher
cost taxable debt securities in the same or a greater amount.

Cabital Lease Obligations

At December 31, 2007, TEP had $589 million of total capital lease obligations on its balance sheet. The table
below provides a summary of the outstanding lease amounts in each of the obligations.

Capital Lease Obligation Balance

Leased Asset at December 31, 2007 Expiration
k - In Millions -

Springerville Unit 1 $346 2015
Springerville Coal Handling Facilities 99 2015
Springerville Common Facilities 107 2020
Sundt Unit 4 36 2011
Other Leases 1 2008
Total Capital Lease Obligations $589

!
Except for TEP's 14% equity ownership in the Springerville Unit 1 Leases and its 13% equity ownership in the
Sprlngervrlle Coal Handling Facilities, TEP will not own these assets at the expiration of the leases. TEP may
renew the leases or purchase the leased assets at such time. The renewal and purchase opticns for Springerville
Un|t11 and Sundt Unit 4 are generally for fair market value as determined at that time, while the purchase price
optlon is fixed for the Springerville Coal Handling Facilities and Common Facilities. TEP's capital lease obligation
balances decline over time due to the normal capital lease payments made by TEP. See UniSource Energy,
Contractual Obligations, footnote {3), for more information about the fixed purchase price amounts.

|
|
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Contractual Obligations

The following chart displays TEP's contractual obligations as of December 31, 2007 by maturity and by type of

obligation.

TEP’s Contractual Obligations
- Millions of Dollars -

2013
Payment Due in Years and
Ending December 31, 2008 2009 2010 2011 2012 after Other Total
Long Term Debt
Principal $138 $ - $ - $320 % - $ 355 $ - § 822
Interest 43 31 32 29 22 345 - 502 |
Capital Lease Obligations:
Springerville Unit 1 82 30 57 83 85 231 - 568
Springerville Coal Handling 18 15 17 19 23 56 - 148
Sundt Unit 4 12 13 14 - - - - 39
Springerville Common 5 5 5 5 10 135 - 165
Operating Leases 1 1 1 - - - - 3
Purchase Obligations:
Coal and Rail Transportation 87 78 78 44 37 216 - 540
Purchase Power 8 16 - - - - - 24
Transmission 2 2 2 2 1 7 - 16
Gas 28 13 4 - - - - 45
Other Long-Term Liabilities:
Pension & Other Post
Retirement Obligations 13 5 5 6 6 31 - 66
San Juan Pollution Control
Equipment 58 15 - - - - - 73
Acquisition of Springerville
Coal Handling and Common
Facilities - - - - - 226 - 226
Unrecognized Tax Benefits - - - - - - 12 12
Total Contractual Cash
Obligations $495 $ 224 $ 215 $ 517 $184 $1602 $ 12 $3,249

See UniSource Energy Consolidated, Liquidily and Capital Resources, Contractual Obligations, above, for a

description of these obligations.

We have no other commercial commitments to report.
We have reviewed our contractua! obligations and provide the following additional information:

s TEP's Credit Agreement contains pricing for its Revolving Credit Facility based on TEP's credit ratings. A
change in TEP's credit ratings can cause an increase or decrease in the amount of interest TEP pays on

its borrowings.

+ TEP’s Credit Agreement contains certain financial and other restrictive covenants, including interest
coverage and leverage tests. Failure to comply with these covenants would entitle the lenders to
accelerate the maturity of all amounts outstanding. At December 31, 2007, TEP was in compliance with
these covenants. See TEP Credit Agreement, above.

» TEP conducts its wholesale marketing and risk management activities under certain master agreements
whereby TEP may be required to post credit enhancements in the form of cash or a letter of credit due to
changes in contract values, a change in TEP's credit ratings or if there has been a material change in
TEP's creditworthiness. As of December 31, 2007, TEP has not been required to post such credit

enhancement.
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Dividends on Common Stock

TEP declared and paid dividends to UniSource Energy of $53 million in 2007, $62 millicn in 2006, and $46 mitlion
in 2005.

TEP can pay dividends if it maintains compliance with the TEP Credit Agreement and certain financial covenants.
Aslof December 31, 2007, TEP was in compliance with the terms of the TEP Credit Agreement.

The Federal Power Act states that dividends shall not be paid out of funds properly included in capital accounts.
Although the terms of the Federal Power Act are unclear, we believe that there is a reasonable basis to pay
dividends from current year earnings.

UNS GAS
|
RESULTS OF OPERATIONS

|
UniSource Energy formed two operating companies, UNS Gas and UNS Electric, to acquire the Arizona electric
and gas assets from Citizens in 2003, as well as an intermediate holding company, UES, to hold the common
stock of UNS Gas and UNS Electric.

|
UNS Gas reperted net income of $4 million in 2007, $4 million in 2006, and $5 million in 2005. We expect
operations at UNS Gas to vary with the seasons, with peak energy usage occurring in the winter months.

As of December 31, 2007, UNS Gas had approximately 146,000 retail customers. Average customer growth in
200? of approximately 2% was lower than in previous years due to general economic conditions. The table below
shows UNS Gas’ therm sales and revenues for 2007, 2006 and 2005.

, Sales Revenues
| 2007 2006 2005 2007 2006 2005
L -Millions of Therms- -Millions of Dollars-
thail Therm Sales:
Residential 71 70 69 $90 $ 96 $79
Commercial 3 30 29 34 38 29
I‘pdustrial 2 3 3 2 3 2
Rublic Authorities 8 7 7 7 8 7
To;tal Retail Therm Sales 112 110 108 133 145 17
Transport 25 23 27 3 3 3
Negotlated Sales
F’rogram (NSP) 19 17 21 13 12 16
Total Therm Sales 156 150 156 $ 149 $160 $136

Through a Negotiated Sales Program (NSP) approved by the ACC, UNS Gas supplies natural gas to some of its
Iarge transportation customers. Approximately one half of the margin earned on these NSP sales is retained by
UNS Gas while the remainder benefits retail customers through a credit to the Purchased Gas Adjustor (PGA)
mechamsm which reduces the gas commodity price. See Factors Affecting Results of Cperations, Rates and
Regulatron Energy Cost Adjustment Mechanism, below.
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The table below provides summary financial information for UNS Gas.

2007 2006 2005
-Millions of Dollars-

Gas Revenues $ 149 $ 160 $136
Other Revenues 2 2 2
Total Operating Revenues 151 162 138
Purchased Energy Expense 102 114 91
Other Operations and Maintenance Expense 27 25 23
Depreciation and Amortization 7 7 7
Taxes other than Income Taxes 3 3 3
Total Other Operating Expenses 139 149 124
Operating Income 12 13 14

Total Other Income 2 1 -
Total Interest Expense 7 7 6
Income Tax Expense 3 3 3
Net Income $ 4 $ 4 $ 5

Retail therm sales were 2% higher in 2007 compared with 2006, due primarily to customer growth and cold
weather during the fourth quarter. Despite an increase in therm sales, retail revenues were lower compared with
the same period last year due to a lower PGA surcharge. In December 2007, UNS Gas implemented a rate
increase of approximately 4% or a $5 million annual increase in revenues. See Factors Affecting Results of
QOperations, Rates and Regulation, Energy Cost Adjustment Mechanism, below.

FACTORS AFFECTING RESULTS OF OPERATIONS
Rates
2007 Rate Order

In November 2007, the ACC issued a final order in the UNS Gas rate case, approving a $5 million, or 4% base
rate increase. New rates went into effect in December 2007. UNS Gas filed its general rate case in July 2006
requesting a $9 million, or 7% base rate increases (over test year revenues) to recover the costs related to serving
its growing customer base. UNS Gas also received modifications to its PGA mechanism to help address problems
posed by volatile gas prices. Below is a table that summarizes UNS Gas’ request and the ACC order:

Requested
Test year — December 31, 2005 by UNS Gas ACC Order
Original cost rate base $162 million $154 million
Revenue deficiency $9 million $5 million
Total rate increase (over test year revenues) 7% 4%
Cost of debt 6.60% 6.60%
Cost of equity 11.00% 10.00%
Hypothetical capital structure 50% equity / 50% debt  50% equity / 50% debt
Weighted average cost of capital 8.80% 8.30%

Energy Cost Adjustment Mechanism

UNS Gas'’ retail rates include a PGA mechanism intended to address the volatility of natural gas prices and allow
UNS Gas to recover its actual commodity costs, including transportation, through a price adjustor. The difference
between UNS Gas’ actual gas and transportation costs and the cost of gas and transportation recovered through
base rates is deferred and recovered or repaid to customers through the PGA mechanism.

The current PGA mechanism has two components, the PGA factor and the PGA surcharge or credit. The PGA
factor is a mechanism that compares the twelve-month roiling weighted average gas cost to the base cost of gas,
and automatically adjusts monthly, subject to limitations on how much the price per therm may change in a twelve
month period. The ACC Order increased the annual cap on the maximum increase in the PGA factor from $0.10
per therm to $0.15 per therm in a twelve month period.  In addition, the ACC Order set the base cost of gas at
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zero so that the entire cost of gas will be reflected in the PGA factor. Prior to the ACC Order, the base cost of gas
wals $0.40 per therm.

At any time UNS Gas' PGA bank balance is under-recovered, UNS Gas may requast a PGA surcharge with the
goal of collecting the amount deferred from customers over a period deemed appropriate by the ACC. When the
PGA bank balance reaches an over-collected bafance of $10 million on a billed to customers basis, UNS Gas is
reqwred to make a filing so that the ACC can determine how the over-collected balance should be returned to
customers On December 31, 2007, the PGA bank balance was over-collected by $3 million on a billed to
customers basis {($13 million on an accrual (GAAP) basis).

In September 2007, the ACC approved a 4 cent per therm PGA credit, effective October 2007 through April 2008.
Based on current projections of gas prices, UNS Gas believes that the credit amount will allow it to timely recover
its gas costs and still provide rate relief to its customers. Changes in the market price for gas, sales volumes and
surcharge amount could significantly change the PGA bank balance in the future.

20|08 General Rate Case Filing

Due to increases in capital and operating costs related to providing safe and reliable service to customers of UNS
Ga:s the rates approved by the ACC in 2007 are inadequate for UNS Gas to recover its costs and earn a
rea|sonable rate of return on its investments,

On|February 21, 2008, UNS Gas filed a general rate case. Below is a table that summarizes UNS Gas' request:
{

Test year ended September 30, 2007
Fatr value rate base $236 million
Oriuglnal cost rate base $173 million
Revenue deficiency $10 millien

Total rate increase (over test year revenues) 7%

Cost of debt 6.6%

Cost of equity 11.0%

Hypothetical capital structure 50% equity / 50% debt
Weighted average cost of capital 8.8%

Rate of return on fair value rate base 7.3%

Rate of return on original cost rate base 9.9%

UNS Gas proposed a rate of return of 7.3% be applied to its test year fair value rate base of $236 million. This
methodology is different from the approach the ACC used in UNS Gas’ 2007 rate order. UNS Gas believes that
applymg a rate of return of 7.3% to its fair value rate base would give UNS Gas an opportunity to earn its proposed
return on equity of 11.0%. UNS Gas' proposed fair value rate base methodology accounts for approximately $3
mllllon of the $10 million revenue deficiency.

uo'u:omr AND CAPITAL RESOURCES
Liqt;Jidity Outlook

UNS Gas’ capital requirements consist primarily of capital expenditures. In 2007, capital expenditures were $23
mllllon UNS Gas expects internal cash flows to fund its future operating activities and a large portion of its
constructlon expenditures. If natural gas prices rise and UNS Gas is not allowed to recover its projected gas costs
or PGA bank balance on a timely basis, UNS Gas may require additional funding to meet operating and capital
requirements. Sources of funding future capital expenditures could include draws on the revolving credit facility,
addlllonal credit lines, the issuance of long-term debt, or capital contribution from UniSource Energy. The rate
mcrease approved by the ACC in November 2007 covers some, but not all, of UNS Gas’ higher costs and capital
mvestments UNS Gas may need to rely more heavily on external funding sources for capital expenditures until it
recelves a decision in the rate case filed in February 2008.
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Operating Cash Flow and Capital Expenditures

The table below provides summary information for operating cash flow and capital expenditures:

2007 2006 2005

-Millions of Dollars-
Net Cash Flows — Operating Activities $28 $32 $14
Capital Expenditures 23 23 23

Forecasted capital expenditures for UNS Gas are as foliows:

2008 2009 2010 2011 2012
- Millions of Dollars -
{UNS Gas $26 $24 $21 $24 $25

UNS Gas/UNS Electric Revolver

The UNS Gas/UNS Electric Revolver is a $60 million unsecured revolving credit facility which matures in August
2011. Either borrower may borrow up to a maximum of $45 million so long as the combined amount borrowed
does not exceed $60 million.

UNS Gas is only liable for UNS Gas' borrowings, and similarly, UNS Electric is only liable for UNS Electric’s
borrowings under the UNS Gas/UNS Electric Revolver. UES guarantees the obligations of both UNS Gas and
UNS Electric.

UNS Gas and UNS Electric have the option of paying interest on borrowings at LIBOR pius 1.0% or the greater of
the federal funds rate plus 0.5% or the agent bank’s reference rate. Letter of credit fees are 1.0% per annum.

The UNS Gas/UNS Electric Revolver contains restrictions on additional indebtedness, liens, mergers and sales of
assets; it also contains a maximum leverage ratio and a minimum cash flow to interest coverage ratio for each
borrower. As of December 31, 2007, UNS Gas and UNS Electric were each in compliance with the terms of the
UNS Gas/UNS Electric Revolver.

If an event of default occurs, the UNS Gas/UNS Electric Revolver may become immediately due and payable. An
event of default includes failure to make required payments under the UNS Gas/UUNS Electric Revolver, certain
change in control transactions, certain bankruptcy events of UNS Gas or UNS Electric, or failure of UES, UNS Gas
or UNS Electric to make payments or default on debt greater than $4 million.

UNS Gas expects to draw upon the UNS Gas/UNS Electric Revolver from time to time for seasonal working capital
purposes, to fund a portion of its capital expenditures, or to issue letters of credit to provide credit enhancement for
its natural gas procurement and hedging activities. As of February 26, 2008, UNS Gas had $10 million in
outstanding letters of credit under the UNS Gas/UNS Electric Revolver.

Senior Unsecured Notes

UNS Gas has $100 million of senior unsecured notes outstanding consisting of $50 million of 6.23% Notes due in
2011 and $50 million of 6.23% Notes due in 2015 that are guaranteed by UES. The note purchase agreement for
UNS Gas restricts transactions with affiliates, mergers, liens, restricted payments and incurrence of indebtedness,
and also contains a minimum net worth test. As of December 31, 2007, UNS Gas was in compliance with the
terms of its note purchase agreement.

UNS Gas must meet a leverage test and an interest coverage test to issue additional debt or to pay dividends.

However, UNS Gas may, without meeting these tests, refinance existing debt and incur up to $7 miltion in short-
term debt.
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Cor\tractual Obligations
]

|
UNS Gas Supply Contracts

UNS Gas has a natural gas supply and management agreement with BP Energy Company (BP). Under the
contract BP manages UNS Gas’ existing supply and transportation contracts and its incremental requirements.
UNS Gas has given BP notice of its intent to terminate this agreement. Beginning September 2008, UNS Gas will
dlrectly manage its gas supply and transportation contracts. Prices for incremental gas will vary based upon the
market prices for the period during which the gas is delivered.

UNS Gas hedges its gas supply prices by entering into fixed price forward contracts and financial swaps at various
tlmes during the year to provide more stable prices to its customers. These purchases are made up to three years
in advance with the goal of hedging at least 45% of the expected monthly gas consumption with fixed prices prior
to entermg into the month. UNS Gas hedged approximately 55% of its expected monthiy consumption for the
200?!2008 winter season (November through March). Additionally, UNS Gas has approximately 35% of its
expected gas consumption hedged for April through Qctober 2008, and 25% hedged for the period November
2008 through March 2009.

UNS Gas has firm transporiation agreements with El Paso Natural Gas (EPNG) and Transwestern Pipeline
Company (Transwestern) with combined capacity sufficient to meet its load requirements.

UNS Gas currently has a transportation agreement with EPNG to serve its Northern and Southern Arizona service
terntones This agreement has specific contract volumes in each month and specific receipt point rights from the
avallable supply basins (San Juan and Permian). The average daily capacity rights of UNS Gas is approximately
655, 000 therms per day, with an average of 1,095,000 therms per day in the winter season (November through
Marclzh)

EPNG filed a rate case in 2005 with new, higher rates effective in January 2006, subject to refund. The rate case
parhcrpants reached a negotrated settlement and filed an agreement with FERC on December 6, 2006. FERC
|ssued an order approving the settlement in August 2007. UNS Gas' contract with EPNG expires in August 2011,
and includes rights of first refusal thereafter for UNS Gas on the capacity at tariff rates.

UNS Gas has capacity rights of 250,000 therms per day on the San Juan Lateral and Mainline of the Transwestern
plpehne The Transwestern pipeline principaily delivers gas to the portion of UNS Gas’ distribution system serving
customers in Flagstaff and Kingman, Arizona, and also delivers gas to UNS Gas’ facilities serving the Griffith
Power Plant in Mohave County. The current contract with Transwestern expired in February 2007, UNS Gas
entered into a new firm transportation contract with Transwestern through February 2012, and includes rights of
first refusal thereafter for UNS Gas on the capacity at tariff rates. The new capacity rights under this agreement
are: 250,000 therms per day October through April; 15,000 therms per day in May; and 10,000 therms per day
June|through September.

UNS Gas signed a separate transportation agreement with Transwestern for transportation capacity rights on the

Phoenlx Lateral Extension Line. The 15-year agreement will begin in late 2008, when construction of that pipeline
is expected to be complete. The average daily capacity right of UNS Gas will be 126,100 therms per day, with an
average of 221,900 therms per day in the winter season (November through March).

Transwestern filed a general rate case with FERC in September 2006 and revised rates went into effect on April 1,
2007! The new rates will result in an annual decrease in UNSE’s transportation costs on the Transwestern
prpellne system of less than $1 million. Transwestern is expected to file a new general rate case in 2010 or 2011,

The aggregate annual minimum transportation charges are expected to be approximately $9 million and $5 million
for thé EPNG and Transwestern contracts, respectively. These costs are passed through to our customers via the
PGA. i

UNS Gas conducts certain of its gas procurement and risk management activities under certain agreements
whereby UNS Gas may be required to post margin due to changes in contract values, a change in UNS Gas'
credrtworthlness or exposures exceeding credit limits provided to UNS Gas. As of December 31, 2007, UNS Gas
had posted $10 million in such credit enhancements.
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Dividends on Common Stock

The note purchase agreement for UNS Gas contains restrictions on dividends. UNS Gas may pay dividends so
long as {a) no default or event of default exists and (b} it could incur additional debt under the debt incurrence test.
See Senior Unsecured Notes, above. It is unlikely that UNS Gas will pay dividends in the next few years due to
expected cash requirements for capital expenditures.

UNS ELECTRIC
RESULTS OF OPERATIONS

UNS Electric reported net income of $5 million in 2007, and $5 miillion in 2006 and 2005. Similar to TEP's
operations, we expect UNS Electric’'s operations to be seasonal in nature, with peak energy demand occurring in
the summer months.

As of December 31, 2007, UNS Electric had approximately 90,000 retail customers. Average customer growth of
3% in 2007 was lower than in previous years due to general economic conditions. Retail kWh sales were 4%
higher in 2007 due to customer growth and warmer summer weather than 2006. The table below shows UNS
Electric's kWh sales and revenues for 2007, 2006 and 2005.

Sales Revenues
2007 2006 2005 2007 2006 2005
-Millions of kKWh- -Millions of Dollars-

Electric Retail Sales:
Residential 854 804 745 $ 86 $ 81 $ 75
Commercial 627 613 591 64 61 60
Industrial 199 191 182 15 15 13
Other 2 3 3 - 1 1
Total Electric Retail Sales 1,682 1,611 1,621 $ 165 $158 $149

The table below provides summary financial information for UNS Electric.

2007 2006 2005

-Millions of Dollars-
Electric Revenues $165 $158 $149
Other Revenues 4 2 1
Total Operating Revenues 169 160 150
Purchased Energy Expense 111 106 100
Other Operations and Maintenance Expense 30 26 23
Depreciation and Amortization 13 11 10
Taxes other than Income Taxes 3 4 4
Total Other Operating Expenses 157 147 137
Operating Income 12 13 13
Total Cther Income 2 1 -
Total Interest Expense 6 5 5
Income: Tax Expense 3 4 3
Net Income $§ 5 $ 5 $ 5

FACTORS AFFECTING RESULTS OF OPERATIONS
Competition

As required by the ACC order approving UniSource Energy's acquisition of the Citizens’ Arizona gas and electric
assets, in 2003 UNS Electric filed with the ACC a plan to open its service territories fo retail competition by
December 31, 2003. The plan is subject to review and approval by the ACC, which has not yet considered the
plan. As a result of the court decisions concerning the ACC's Rules, we are unable to predict when and how the
ACC will address this plan. See Tucson Electric Power Company, Factors Affecting Results of Operations,
Competition, above for information regarding the Arizona Court of Appeals decision.
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Energy Cost Adjustment Mechanism

UNS Electric’s retail rates include a PPFAC, which allows for a separate surcharge or surcredit to the base rate for
dellvered purchased power to collect or return under or over recovery of costs. The ACC has approved a PPFAC
surcharge of $0.01825 per kWh to recover transmission costs and the cost of the current full-requirements power
supply agreement with PWMT.

General Rate Case Filing

UNS Electric’s retail rates were last adjusted in August 2003. As a result of increased growth in UNS Electric's
service territory and the related increase in capital expenditures and operating costs, such current rates are
inadequate for UNS Electric to recover its costs and earn a reasonable rate of return on its investment. In
December 2006, UNS Electric filed a general rate case. Below is a table that summarizes UNS Electric’s request:

Test year 12 months ended June 30, 2006
Original cost rate base $141 million

Revenue deficiency $8.5 million

Total rate increase {over test year revenues)  5.5%

Cost of iong-term debt 8.2%

Cost of equity 11.8%

Actual capital structure 49% equity / 51% debt
Welghted average cost of capital 9.9%

UNS Electric also requested the ACC to approve the acquisition of the 90 MW BMGS combustion turbine project
under development by UED and to include the cost of the project in rate base effective June 1, 2008. The cost of
BMGS is expected to be $60 million to $65 million.

E
In June 2007, ACC Staff filed testimony that indicated a revenue deficiency for UNS Electric of approximately $4
million; RUCO's testimony indicated a revenue deficiency of approximately $1 million. Neither ACC Staff nor
RUCO supported UNS Electric’s rate base proposal for BMGS.,

UNS Electric also requested that a new PPFAC mechanism take effect beginning June 1, 2008, immediately
followmg the expiration of the current power supply agreement with PWMT, that would utlllze a forward fooking
prOJpcnon of gas and purchased power costs. See Management’s Discussion and Analysis of Financial Condition
and Resulis of Operations, UNS Elecfric, Rates, for more information.

UNS Electric's rate case hearings before the ALJ concluded in October 2007. UNS Electric expects the ACC to
rule’on its rate case in the first half of 2008.

|
LIQUIDITY AND CAPITAL RESOURCES
Liqgidity Outlook
UNS Electric’s capital requirements consist primarily of capital expenditures. In 2007, capital expenditures were
$38'million. UNS Electric expects internal cash flows to fund its future operating activities and a portion of its
constructlon expenditures. Sources of funding future capital expenditures could include draws on the revolving
credlt facility, additional credit lines, the issuance of long-term debt, or capital contributions from UniSource
Energy The need for external funding sources is partially dependent on the outcome of UNS Electric's general
ratecase that was filed in December 2006.
UniSource Energy made capital contributions to UNS Electric of $10 million in both 2007 and 2006.

In August 2008, $60 million of unsecured bonds with a coupen of 7.61% will mature. UNS Electric expects to
refi nance the maturing debt with a new debt issuance prior to August 2008.
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Operating Cash Flow and Capital Expenditures

The table below provides summary information for operating cash flow and capital expenditures.

2007 2006 2005

-Millions of Dollars-
Net Cash Flows — Operating Activities $22 $ 14 $21
Capital Expenditures 38 39 30

To improve the reliability of service in Santa Cruz County, UNS Electric completed a 20 MW gas-fired combustion
turbine at the Valencia site in 2006, and plans to upgrade its existing 115 kV transmissian line over time. The
turhine improves reliability while the approval and permitting process for the 345 kV Tucson to Nogales
transmission line continues.

Forecasted capital expenditures for UNS Electric are as follows:

2008 2009 2010 2011 2012
- Millions of Dollars -
UNS Electric $45 $40 $33 $41 $40

UNS Gas/UNS Electric Revolver

See UNS Gas, Liquidity and Capital Resources, UNS Gas/UNS Electric Revolver above for description of UNS
Electric's unsecured revolving credit agreement.

UNS Electric expects to draw upon the UNS Gas/UNS Electric Revolver from time to time for seasonal working
capital purposes, to fund a portion of its capital expenditures or to issue letters of credit to provide credit
enhancement for its energy procurement and hedging activities. At February 26, 2008, UNS Electric had $30
million outstanding under the UNS Gas/UNS Electric Revolver.

Senior Unsecured Notes

UNS Electric has $60 million of 7.61% senior unsecured notes outstanding due in August 2008 that are
guaranteed by UES. The note purchase agreements for UNS Electric contain certain restrictive covenants,
including restrictions on transactions with affiliates, mergers, liens to secure indebtedness, restricted payments,
incurrence of indebtedness, and minimum net worth. As of December 31, 2007, UNS Electric was in compliance
with the terms of its note purchase agreement.

UNS Electric must meet a leverage test and an interest coverage test to issue additional debt or to pay dividends.
However, UNS Electric may, without meeting these tests, refinance existing debt and incur up to $5 miltion in
short-term debt.

Contractual Obligations

UNS Electric Power Supply and Transmission Contracts

UNS Electric has a full requirements power supply agreement with Pinnacle West Marketing and Trading (PWMT},
which expires in May 2008. The agreement obligates PWMT to supply all of UNS Electric’'s power requirements at
a fixed price per MWh. Payments under the contract are usage based, with no fixed customer or demand charges.
UNS Electric is in the process of securing replacement energy resources when its supply contract ends with
PWMT in 2008.

During 2006 and 2007, UNS Electric entered into various power supply agreements for periods of one to five years
beginning in June 2008. Certain of these contracts are at a fixed price per MW and others are indexed to natural
gas prices. UNS Electric estimates its future minimum payments under these contracts to be $58 miillion in 2008,
$67 million in 2009, $39 million in 2010, $15 million in 2011, $8 million in 2012, and $8 million thereafter based on
natural gas prices at the date of the contracts.

UNS Electric's power purchase contracts and risk management activities are subject to master agreements
whereby UNS Electric may be required to post margin due to changes in contract values or if there has been a
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I
matenar change in creditworthiness. As of December 31, 2007, UNS Electric had not been required {o post such
credlt enhancement.

I
UNS Electric imports the power it purchases over the Western Area Power Administration's (WAPA) transmission
lines. UNS Etectric's transmission capacity agreements with WAPA provide for annual rate adjustments and
exp|re in 2017 and 2011. Under the terms of the agreements, UNS Electric’s aggregated minimum fixed
transm:ss:on charges are expected to be $12 million in 2007 through 2011. UNS Electric made payments under
these contracts of $7 million in 2007 and $8 million in 2006.

|
Dividends on Common Stock

Tht!% note purchase agreement for UNS Electric contains restrictions on dividends. UNS Electric may pay
divﬁiends so long as (a) no default or event of default exists and (b) it could incur additional debt under the debt
incurrence test. See Senior Unsecured Notes, above. Itis unlikely that UNS Electric will pay dividends in the next
few years due to expected cash requirements for capital expenditures.

OTHER NON-REPORTABLE BUSINESS SEGMENTS
b

RESULTS OF OPERATIONS
Thé table below summarizes the income (loss) for the Other non-reportable segments in the last three years.

| 2007 2006 2005

" - Millions of Dollars -
UriiSource Energy Parent Company $ (5 $ (6 $ (B)
MEH 1 - (1)
UED - - -
Total Other Loss From Continuing Operations $ (4 $ $§ (N
Discontinued Operations — Net of Tax - (2) {5)
Total Other Net Loss $ $ (9 $ (12)

|
UniSource Energy Parent Company

UmSource Energy parent company expenses include interest expense (net of tax) related to the UniSource Energy
Convertible Senior Notes, the UniSource Credit Agreement and in 2005, a note payable from UniSource Energy to

TEPl, which was repaid in March 2005.

UED

In 2606 UED purchased two electric generating turbines for $17 million. The turbines are part of the 90 MW
BMGS currently under construction in Klngman Arizona, and, pending ACC approval, expected to provide energy
to UNS Electric. Construction of BMGS is estimated to be compieted in May 2008. UED is financing the BMGS
prOject with borrowings from UniSource Energy under an inter-company note payable. At December 31, 2007,
there was $46 million outstanding and interest is payable quarterly at LIBOR plus 1.25%. The cost of BMGS is
expected to be $60 million to $65 million. Total capital expenditures for BMGS were $26 million in 2007.

In 2q05, UED had no significant operations.
Discontinued Operations — Global Solar
Global Solar recorded losses $2 million in 2006 and $5 miliion in 2005. On March 31, 2006, Miliennium completed

the sare of its interest in Global Solar. In these financial statements, UniSource Energy accounts for Global Solar
asa dlscontlnued operation and recognizes 100% of Global Solar's losses.

|



FACTORS AFFECTING RESULTS OF OPERATIONS
Millennium Investments
MEG settled its remaining outstanding positions in December 2007, and no further activities are anticipated.

Nations Energy Corporation (Nations Energy), a wholly-owned subsidiary of Millennium, has been inactive since
2001. As of December 31, 2007, and December 31, 2006, Nations Energy had a deferred tax asset of $3 million
related to investment losses that has not been reflected on UniSource Energy’s consolidated income tax return.

Millennium is in the process of exiting its remaining investments. At December 31, 2007, the book value of
Millennium's investments was $28 million.

LIQUIDITY AND CAPITAL RESOURCES

Millennium made a $5 million dividend payment to UniSource Energy in February 2007 and a $10 million dividend
payment to UniSource Energy in April 2007.

in 2006, Millennium funded $2 million to Haddington under an existing commitment. In 2005, Haddington sold one
of its investments and Millennium received a $6 million distribution related to the sale. Millennium's remaining
commitment is $1 million to Valley Ventures,

In 2006, Millennium received the remaining payment of $5 million on a note receivable from a subsidiary of Mirant
Corporation and, in 2005, received a payment of $4 million.

In 2005, Millennium received a $4 million payment from its investment in Carboelectrica Sabinas, S. de R.L. de
C.V., (Sabinas) a Mexican limited liability company. The $4 million payment was treated as the return of capital
and the book value of the investment in Sabinas was reduced to approximately $14 million. Mittennium owns 50%
of Sabinas. A $2 million payment due to Millennium in June 2006 was cancelled in exchange for payment by
Mimosa, an affiliate of Sabinas, for up to $2 million to obtain an evatuation of the interest in coal reserves and
associated gas held by Mimosa. This evaluation is being performed under Millennium’s direction, primarily to
determine the impact of current regulatory changes in Mexico on the value of the Sabinas investment. We expect
the evaluation o be completed in the first half of 2008. Upon completion of the evaluation, Millennium will consider
its right to sell its interest in Sabinas to an AHMSA affiliate for $20 million.

CRITICAL ACCOUNTING POLICIES

In preparing financial statements under Generally Accepted Accounting Principles (GAAP), management exercises
judgment in the selection and application of accounting principles, including making estimates and assumptions.
UniSource Energy consider Critical Accounting Policies to be those that could result in materially different financial
statement results if our assumptions regarding application of accounting principles were different. UniSource
Energy describe their Critical Accounting Policies below. Other significant accounting policies and recently issued
accounting standards are discussed in Note 1 of Notes to Consolidated Financial Statements — Nature of
Operations and Summary of Significant Accounting Estimates.

Accounting for Rate Regulation

TEP, UNS Gas and UNS Electric generally use the same accounting policies and practices used by unregulated
companies for financial reporting under GAAP. However, sometimes these principles, such as the Financial
Accounting Standards Board's (FASB) Statement of Financial Accounting Standards No. 71, Accounting for the
Effects of Certain Types of Regulation {(FAS 71), require special accounting treatment for regulated companies to
show the effect of regulation. For example, in setting retail rates for TEP, UNS Gas and UNS Electric, the ACC
may not allow TEP, UNS Gas or UNS Electric to currently charge their customers to recover certain expenses, but
instead may require that these expenses be charged to customers in the future. In this situation, FAS 71 requires
that TEP, UNS Gas and UNS Electric defer these items and show them as regulatory assets on the balance sheet
until TEP, UNS Gas and UNS Electric are allowed to charge their customers. TEP, UNS Gas and UNS Electric
then amortize these items as expense to the income statement as these charges are recovered from customers.
Simitarly, certain revenue items may be deferred as regulatory liabilities, which are also eventually amortized to the
income statement as rates to customers are reduced.
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The conditions a regulated company must satisfy to apply the accounting policies and practices of FAS 71 include:
|

| & anindependent regulator sets rates;
| « the regulator sets the rates to recover the specific enterprise’s costs of delivering service; and
' o the service territory lacks competitive pressures to reduce rates below the rates set by the regulator.

l
TEP

Upon approval by the ACC of a settlement agreement (Settlement Agreement} in November 1999, TEP
dlscontlnued application of FAS 71 for its generation operations. TEP continues to apply FAS 71 to its cost-based
rate regulated operations, which include the transmission and distribution portions of its business.

TEP's transmission and distribution regulatory assets, net of regulatory liabilities, totaled $10 million at December
31, 2007. Regulatory assets of $44 million are not presently included in the rate base and consequently are not
earning a return on investment. These regulatory assets are being recovered thraugh the cost of service or are
authorlzed to be collected in future base rates. TEP's transmission and distribution regulatory assets, net of
regulatory liabilities, totaled $118 million at December 31, 2006.

TEP regularly assesses whether it can continue to apply FAS 71 to its cost-based rate regulated operations. If
TEP stopped applying FAS 71 to its remaining regulated operations, it would write off the related balances of its
regulatory assets as an expense and its regulatory liabilities as income on its income statement. Based on the
requlatory asset balances, net of regulatory liabilities, at December 31, 2007, if TEP had stopped applying FAS 71
to |ts remaining regulated operations, it would have recorded an extraordinary after-tax loss of approximately $6
million. While regulatory orders and market conditions may affect cash flows, TEF’s cash flows would not be
affected if it stopped applying FAS 71 unless a regulatory order limited its ability to recover the cost of its
regulatory assets.

UNS Gas and UNS Electric

|
UNS Gas'’s regulatory liabilities, net of regulatory assets, totaled $29 million at December 31, 2007 compared with
regulatory liabilities, net of regulatory assets of $13 miillion at December 31, 2006. UNS Electric’s regulatory
liabilities, net of regulatory assets, totaled $19 million at December 31, 2007 and $12 million at December 31,
2005 UNS Electric has $2 million of regulatory assets that are not included in rate base. UNS Gas has $1 million
of regulatory assets that are not included in rate base. UNS Gas and UNS Electric regularly assess whether they
can continue to apply FAS 71 to their cost-based rate regulated operations. If UNS Gas and UNS Electric stopped
applylng FAS 71 to their regulated operations, they would write off the related balances of regulatory assets as an
expense and regulatory liabilities as income on their income statements. Based on the balances of regulatory
liabilities and assets at December 31, 2007, if UNS Gas and UNS Electric had stopped applying FAS 71 to their
regulated operations, UNS Gas would record an extraordinary after-tax gain of $11 million and UNS Electric would
record an extraordinary after-tax gain of $17 million. UNS Gas and UNS Electric’s cash flows would not be
affected if they stopped applying FAS 71 unless a regulatory order limited their ability to recover the cost of their
regulatery assets.

Accounting for Asset Retirement Obligations

FAS 143, issued by the FASB, requires entities to record the fair value of a liability for a legal obligation to retire an
asset in the period in which the liability is incurred. A legal obligation is a liability that a party is required to settle
as a result of an existing or enacted law, statute, ordinance or contract. A legal obligation can also be associated
with the retirement of a long-lived asset whose timing and/or method of settlement are conditional on a future
event We are required to record a conditional asset retirement obligation at its estimated fair value if that fair
valde can be reasonably estimated. When the liability is initially recorded, the entity should capitalize a cost by
lncreasmg the carrying amount of the related long-lived asset. Over time, the liability is adjusted to its present
value by recognizing accretion expense as an operating expense in the income statement each period, and the
capitalized cost is depreciated over the useful life of the related asset. Upon settlement of the liability, an enlity
elther settles the obligation for its recorded amount or incurs a gain or loss if the actual costs differ from the
recorded amount.

TEP

In 2005, TEP implemented FASB Interpretation No. 47, Accounting for Conditional Asset Retirerent Obligations
(F IN 47). The implementation of FIN 47 required TEP to update an existing inventory, originally created for the
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implementation of FAS 143, and to determine which, if any, of the conditional asset retirement obligations could be
reasonably estimated. The ability to reasonably estimate conditional asset retirement obligations was a matter of
management judgment, based upon management’s ability to estimate a settlement date or range of settlement
dates, a method or potential method of settlement and probabilities associated with the potential dates and
methods of settlement of TEP's conditional asset retirement obligations. In determining whether its conditional
asset retirement obligations could be reasonably estimated, management considered TEP's past practices,
industry practices, management’s intent and the estimated economic life of the assets. The fair value of the
conditional asset retirement obligations were then estimated using an expected present value technique. Changes
in management's assumptions regarding settliement dates, settlement methods or assigned probabilities could
have a material effect on the fiability recorded by TEP at December 31, 2007, as well as the associated cumulative
effect of the change in accounting principle recorded. The liabilities associated with conditional asset retirement !
obligations will be adjusted on an ongoing basis due to the passage of time and revisions to either the timing or
amount of the original estimates of undiscounted cash flows. These adjustments could have a significant impact
on the Consolidated Balance Sheets and Consolidated Statements of Income. For more information regarding the
implementation, see Note 1 of Notes to Consolidated Financial Statements, Nature of Operations and Summary of
Significant Accounting Policies.

Prior to implementing FAS 143, costs for final removal of all owned generation facilities were accrued as an
additional component of depreciation expense. Under FAS 143, only the costs to remove an asset with legally
binding retirement obligations will be accrued over time through accretion of the asset retirement obligation and
depreciation of the capitalized asset retirement cost. As of December 31, 2007, TEP had a liabifity of $5 million
associated with its final asset retirement obligations.

TEP has identified legal obligations to retire generation plant assets specified in land leases for its jointly-owned
Navajo and Four Corners Generating Stations. The land on which these stations reside is leased from the Navajo
Nation. The provisions of the leases require the lessees to remove the facilities upon request of the Navajo Nation
at the expiration of the leases. TEP also has certain environmental obligations at the San Juan Generating
Station. TEP has estimated that its share of the cost to remove the Navajo and Four Corners facilities and settle

; the San Juan environmental obligations will be approximately $40 million at the date of retirement. No other legal
obligations to retire generation plant assets were identified.

In 2004, TEP, Phelps Dodge Energy Services, LLC and PNM Resources, Inc. each purchased from Duke Energy
North America, LLC a one-third interest in a limited liability company which owns the natural gas-fired Luna Energy
Facility (Luna) in Southern New Mexico. Luna is a 570-MW combined cycle plant and was placed into commercial
operation in April 2006. The new owners assumed asset retirement obligations to remove certain piping and
evaporation ponds and to restore the ground to its original condition. TEP has estimated its share to settle the

| obligations will be approximately $2 million at the date of retirement.
TEP has various transmission and distribution lines that operate under land leases and rights-of-way that contain
end dates and restorative clauses. TEP operates its transmission and distribution lines as if they will be operated
in perpetuity and would continue to be used or sold without land remediation. As a result, TEP is not recognizing
the costs of final removal of the transmission and distribution lines in the financial statements. As of December 31,
2007, TEP had accrued $87 million for the net cost of removal for the interim retirements from its transmission,
distribution and general plant. As of December 31, 2006, TEP had accrued $80 million for these removal costs.
The amount is recorded as a regulatory liability.

Amounts recorded under FAS 143 are subject to various assumptions and determinations, such as determining
whether a legal obligation exists to remove assets, estimating the fair value of the costs of removal, estimating
when final removal will occur, and the credit-adjusted risk-free interest rates to be used to discount future liabilities.
Changes that may arise over time with regard to these assumptions and determinations will change amounts
recorded in the future as expense for asset retirement obligations.

If TEP retires any asset at the end of its useful life, without a legal obligation to do so, it will record retirement costs
at that time as incurred or accrued. TEP does not believe that the implementation of FAS 143 will resuit in any
change in retail rates since all matters relating to the rate-making treatment of TEP's generating assets have been
determined pursuant to the Settlement Agreement.
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Ul\lS Gas and UNS Electric

UNS Gas and UNS Electric have various transmission and distribution lines that cperate under land leases and
rights-of-way that contain end dates and restorative clauses. UNS Gas and UNS Electric operate their
transmission and distribution lines as if they will be operated in perpetuity and would continue to be used or sold
wuthout land remediation. As a result, UNS Gas and UNS Electric are not recognizing the cost of final removal of
the transmission and distribution lines in the financial statements,

Folr the net cost of removal for interim retirements from transmission, distribution and general plant, UNS Gas
accrued $17 million as of December 31, 2007 and $4 million as of December 31, 2006. UNS Electric accrued $2
million as of December 31, 2007 and $2 million as of December 31, 2006. The amounts are recorded as
regulatory liabilities.

Pelnsion and Other Postretirement Benefit Plan Assumptions

We record plan assets, obligations, and expenses related to pension and other postretirement benefit plans based
onlactuarial valuations, which include key assumptions on discount rates, expected returns on plan assets,
compensatlon increases and health care cost trend rates. These actuarial assumptions are reviewed annually and
madified as appropriate. The effect of modifications is generally recorded or amortized over future periods. We
believe that the assumptions used in recording obligations under the plans are reasonable based on prior
experience, market conditions and the advice of plan actuaries.

|

|
Iep

As @ result of adopting FAS 158, Employers’ Accounting for Defined Benefit Pension and Other Postretirement
P!ans in December 2006, TEP was required to recognize the underfunded status of its defined benefit pension
and other postretirement plans as a liability. The underfunded status is measured as the difference between the
fairjvalue of the plans assets and the projected benefit obligation for pension plans or accumulated postretirement
benef t obligation for other postretirement benefit plans. We expect volatility in the liability recognized in the
balance sheet in future years as the funded status of our plans can change significantly due to discount rate
changes and investment and actuarial experience. The adjustment required to recognize the pension liability on
adoptlon of this statement resulted in (i) recognition of a regulatory asset of $32 million representing a reasonable
appropnatlon of the actuarial losses and prior service costs of TEP's pension plans that are probable of recovery in
rates by its regulated operations in future periods and (ii} an adjustment to accumulated other comprehensive loss
of $17 million for TEP’s unregulated operations. We recorded the required increase in our other postretirement
beneF t obligation as an adjustment to accumulated other comprehensive loss of $8 million as the ACC allows TEP,
UNS Gas and UNS Electric to recover other postretirement costs through rates only as benefit payments are
made Changes in the funded status of our plans due to discount rate changes and investment and aciuarial
expenence were recognized as adjustments to regulatory assets and other comprehensive income. As of
December 31, 2007, $10 million and $15 million are included in accumulated other comprehensive income and
regulatory assets, respectively, for underfunded pension liabilities. The amount remaining in accumulated other
comprehenswe income for our other pastretirement benefit plan is $6 million at Becember 31, 2007.

FAS 158 further requires an employer to measure the funded status of a plan as of the date of its year-end
balance sheet effective for years ended December 31, 2008. On January 1, 2008, TEP recorded a reduction to
retarned earnings of less than $1 million to move the measurement date from Decernber 1 to December 31 for afl
of its pension and other postretirement plans.

TEP,discounted its future pension plan obligations at between 6.6% and 6.7% at December 31, 2007 and 5.9% at
December 31, 2006. TEP discounted its other postretirement plan obligations at a rate of 6.5% at December 31,
2007“ and 5.6% at December 31, 2006. TEP determines the discount rate annually based on the rates currently
avallable on high-quality, non-callable, long-term bonds. TEP looks to bonds that receive one of the two highest
ratlngs given by a recognized rating agency whose future cash flows match the timing and amount of expected
future benefit payments. For TEP’s pension plans, a 25-basis point decrease in the discount rate would increase
the prOJected benefit obllgatlon {PBO) by approximately $7 million and the 2008 plan expense by less than $0.5
mlllron A similar increase in the discount rate would decrease the PBO by approximately $7 million and the 2008
plan expense by $1 million. For TEF's other postretirement benefit plan, a 25-basis point change in the discount
rate would increase or decrease the accumulated postretirement benefit obligation (APBO) by approximately $4
mllllon A 25-basis point change in the discount rate would impact plan expense by less than $0.5 million.

|

l

|
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TEP calculates the market-related value of plan assets using the fair value of plan assets on the measurement
date. TEP assumed that its plans’ assets would generate a long-term rate of return of 8.3% at December 31, 2007
and 8.3% at December 31, 2006. In establishing its assumption- as to the expected return on plan assets, TEP
reviews the plans’ asset allocation and develops return assumptions for each asset class based on advice from an
investment consultant and the plans’ actuary that includes both historical performance analysis and forward
looking views of the financial markets. Pension expense decreases as the expected rate of return on plan assets
increases. A 25-basis point change in the expected return on plan assets would impact pension expense in 2008
by less than $1 million.

TEP used an initiat health care cost trend rate of 8% in valuing its postretirement benefit obligation at December
31, 2007. This rate reflects both market conditions and the plan's experience. Assumed health care cost trend
rates have a significant effect on the amounts reported for health care plans. A 1% increase in assumed health
care cost trend rates would increase the postretirement benefit obligation by approximately $4 million and the
related plan expense in 2008 by less than $1 million. A similar decrease in assumed health care cost trend rates
would decrease the postretirement benefit obligation by approximately $4 million and the related plan expense in
2008 by less than $1 million.

TEP will record pension expense of approximately $6 million and other postretirement benefit expense of $5
miltion ratably through 2008. TEP will make required pension plan contributions of $9 million in 2008. TEP's other
postretirement benefit plan is not funded. TEP expects to make benefit payments to retirees under the
postretirement benefit pian of approximately $4 million in 2008.

UNS Gas and UNS Electric

UNS Gas and UNS Electric discounted their future pension plan obligations using a rate of 6.8% at December 31,
2007 and 5.9% at December 31, 2006. For UNS Gas and UNS Electric’s pension plan, a 25-basis point change in
the discount rate would impact the benefit obligation and 2008 pension expense by less than $0.5 million. UNS
Gas and UNS Electric will record pension expense of $1 million in 2008. UNS Gas and UNS Electric will make a
pension plan contribution of $1 million in 2008.

UNS Gas and UNS Electric discounted its other postretirement plan obligations using a rate of 6.5% at December
31, 2007, compared with 5.6% at December 31, 2006. UNS Gas and UNS Electric will record postretirement
medical benefit expense and make benefit payments to retirees under the postretirement benefit plan of less than
$0.5 million in 2008,

Accounting for Derivative Instruments, Trading Activities and Hedging Activities

A derivative financial instrument or other contract derives its value from another investment or designated
benchmark. TEP enters into forward contracts to purchase or sell a specified amount of capacity or energy at a
specified price over a given period of time, typically for one month, three months, or one year, within established
limits to take advantage of favorable market opportunities. In general, TEP enters into forward purchase contracts
when market conditions provide the opporiunity to purchase energy for its load at prices that are below the
marginal cost of its supply resources or to supplement its own resources (e.g., during plant outages and summer
peaking periods). TEP enters into forward sales contracts when it forecasts that it has excess supply and the
market price of energy exceeds its marginal cost. A portion of TEP's forward contracts are considered to be
normal purchases and sales and, therefore, are not required to be marked-to-market. However, some of these
forward contracts are considered to be derivatives, which TEP marks-to-market by recording unrealized gains and
losses and adjusting the related assets and liabilities on a monthly basis to reflect the market prices at the end of
the month. However, some of these forward contracts which are derivatives satisfy the requirements for cash flow
hedge accounting and the unrealized gains and losses are recorded in Other Comprehensive Income, a
component of Common Stock Equity, rather than being reflected in the income statement. Derivative financial
instruments can be accounted for under multiple methods depending upon facts and circumstances, which can
lead to variability in earings.

TEP has agreements to purchase power that are priced using spot market gas prices. These contracts meet the
definition of normal purchases and are not required to be marked-to-market. In an effort to minimize price risk on
these purchases, TEP enters into commodity price swap agreements under which TEP purchases gas at fixed
prices and simultaneously sells gas at spot market prices. The spot market price in the swap agreements is tied to
the same index as the purchases under the naturat gas supply and purchased power contracts. These swap
agreements, which expire during the summer months through 2009, were entered into with the goal of locking in
fixed prices on at least 45% and not more than 80% of TEP's expected summer monthly gas risk prior to entering
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into the month. The swap agreements are marked-to-market on a monthty basis; however, since the agreements
satisfy the requirements for cash flow hedge accountmg the unrealized gains and losses are recorded in Other

C_omprehenswe Income rather than being reflected in the income statement.

In June 2006, TEP entered into an interest rate swap in order to reduce the risk associated with unfavorable
changes in variable interest rate payments related to changes in LIBOR. The swap has the effect of converting
approximately $36 million of variable rate lease payments for the Springerville Common Lease to a fixed rate. The
swap is designated as a cash flow hedge. The fair value of the interest rate swap is derived from models based on
weII recognized financial principles, which provide a reasonable approximation of the fair value of the swap as of
the valuation date. Other models can be used to estimate the fair value of the swap and these models, which may
use different assumptions or methods, may yield different results. At December 31, 2007, the fair value of the
swfap is a liability of $3 million.

TEP manages the risk of counterparty defauit by performing financial credit reviews, setting limits, monitoring
exposures requiring collateral when needed, and using a standardized agreement, which allows for the netting of
current period exposures to and from a single counterparty.

UNS Gas has a natural gas supply and management agreement under which it purchases substantially all of its
gas requirements at market prices from BP Energy Company (BP). However, the contract terms allow UNS Gas
to lock in fixed prices on a portion of its gas purchases by entering into fixed price forward contracts with BP at
vanous times during the year. This enables UNS Gas to provide more stable prices to its customers. These
purchases are made up to three years in advance with the goal of locking in fixed prices on at least 45% and not
more than 80% of the expected monthly gas consumption prior to entering into the month. These forward
contracts as well as the main gas supply contract, meet the definition of normal purchases and therefore are not
requrred to be marked-to-market. In February 2008, UNS Gas gave BP notice of its intension to terminate this
agreement. Beginning in September 2008, UNS Gas will directly manage its gas supply and transportation

|
cor\tracts.

In December 2007, UNS Gas entered into a financial gas swap to further assist in achieving price stabilization.
This contract expires in January 2011. Since this agreement satisfies the requirements for cash flow hedge
accountlng any unrealized gains and losses are recorded in Other Comprehensive Income rather than being
reflected in the income statement.

UNS Electric presently has a full requirements power supply agreement that enablas it to meet its load. The
agreement expires May 31, 2008 and UNS Electric is in the process of replacing this energy resource. In order to
reduce exposure to energy price risk resulting from the procurement of power, UNS Electric has entered into
forward power purchase contracts for specified amounts of energy at specified prices over a given period of time,
W|th|n established timits. UNS Electric's forward power purchase contracts meet the definition of a derivative and
are marked-to-market by recording unreatized gains or losses and adjusting the related assets and liabilities on a
monthly basis to reflect the market prices at the end of the month. In December 2006, the ACC issued an order
allowrng UNS Electric to record the unrealized net gains or losses as a regulatory asset or regulatory liability.

MEG a wholly-owned subsidiary of Millennium, entered into swap agreements, oplions and forward contracts
reIatmg to Emission Allowances. MEG marked its trading contracts to market by recording unrealized gains and
losses and adjusting the related assets and liabilities on a monthly basis to reflect the market prices at the end of
thefmonth MEG closed out of ali of its transactions in December 2007 and ne future transactions are planned.

The market prices used to determine fair values for TEP, UNS Electric and UNS Gas' derivative instruments at
December 31, 2007, are estimated based on various factors including broker quotes, exchange prices, over the
counter prices and time value. For TEP’s forward power sales contracts, a 10% decrease in market prices would
result in a decrease in unrealized net losses of $1 million, white a 10% increase in market prices would result in an
mcrease in unrealized net losses of $1 million. For TEP's forward power purchase contracts, a 10% decrease in
market prices would result in a decrease in unrealized net gains of $3 million, while a 10% increase in market
prrces would result in an increase in unrealized net gains of $3 million. For TEP’s forward power sales contracts
that are accounted for as cash flow hedges, a 10% decrease in market prices would result in a $1 million increase
in uprealized gains reported in Other Comprehensive Income, while a 10% increase in market prices would result
in ar$1 million decrease in unrealized gains reported in Other Comprehensive Incorne. For TEP's gas swap
agreements, a 10% decrease in market prices would result in a $4 million increase in unrealized net losses
reported in Other Comprehensive income, while a 10% increase in market prices would result in a $4 million
decrease in unrealized net losses reported in Other Comprehensive Income. For UNS Electric’s forward power
purchase contracts, a 10% decrease in market prices would result in a decrease in unrealized net gains reported
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as a regulatory fiability of $18 million, while a 10% increase in market prices would result in an increase in
unrealized net gains reported as a regulatory liability of $18 million. For UNS Electric’s forward gas purchase
contracts, a 10% decrease in market prices would result in a decrease in unrealized net losses reported as a
regulatory liability of $2 million, while a 10% increase in market prices would result in an increase in unrealized net
gains reported as a regulatory liability of $2 miflion. For UNS Gas' forward gas purchase contracts a 10%
decrease in market prices would resuit in a $1 million decrease in unrealized net gains reported in Other
Comprehensive Income, while a 10% increase in market prices would result in a $1 million increase in unrealized
net gains reported in Other Comprehensive Income.

Because of the complexity of derivatives, the FASB established a Derivatives Implementation Group (DIG). To
date, the DIG has issued more than 100 interpretations to provide guidance in applying Statement of Financial
Accounting Standards No. 133, Accounting for Derivative Instruments and Hedging Activities (FAS 133). As the
DIG or the FASB continues to issue interpretations, TEP, UNS Gas and UNS Electric may change the conclusions
they have reached and, as a result, the accounting treatment and financial statement impact could change in the
future.

See Market Risks — Commodity Price Risk in Quantitative and Qualitative Disclosures About Marke! Risk, below.
Unbilled Revenue — TEP, UNS Gas and UNS Electric

TEP’s, UNS Gas’s and UNS Electric’s retail revenues include an estimate of MWhs/therms delivered but unbilled
at the end of each period. Unbilled revenues are dependent upon a number of factors that require management's
judgment including estimates of retail sales and customer usage patterns. The unbilled revenue is estimated by
comparing the estimated MWhs/therms delivered to the MWhs/therms billed to TEP, UNS Gas and UNS Electric
retail customers. The excess of estimated MWhs/therms delivered over MWhs/therms billed is then allocated to
the retail customer classes based on estimated usage by each customer class. TEP, UNS Gas and UNS Electric
then record revenue for each customer class based on the various bill rates for each customer class. Due to the
seasonal fluctuations of TEP’s actual load, the unbilled revenue amount increases during the spring and summer
months and decreases during the fall and winter months. The unbilled revenue amount for UNS Gas sales
increases during the fali and winter months and decreases during the spring and summer months, whereas, the
unbilled revenue amount for UNS Electric sales increases during the spring and summer months and decreases
during the fall and winter months.

Plant Asset Depreciable Lives — TEP, UNS Gas and UNS Electric

We calcutate depreciation expense based on our estimate of the useful fives of our plant assets. The estimated
useful lives, and resulting depreciation rates used to calculate depreciation expense for the transmission and
distribution businesses of TEP, UNS Gas and UNS Electric have been approved by the ACC in prior rate
decisions. Depreciation rates for transmission and distribution cannot be changed without ACC approval.

The estimated remaining useful lives of TEP's generating facilities are based on management’s best estimate of
the economic life of the units. These estimates are based on engineering estimates, economic analysis, and
statistical analysis of TEP's past experience in maintaining the stations. Our generation assets are currently
depreciated over periods ranging from 23 to 70 years from the original in-service dates.

During the second quarter of 2005, a study requested by the participants in the San Juan Generating Station was
completed which indicated San Juan's economic useful life had changed from previous estimates. As a result of
the study and other analysis performed, TEP lengthened the estimated usefut life of San Juan from 40 to 60 years
beginning April 1, 2005. TEP's annual depreciation expense related to San Juan decreased by $6 million as a
result.

Deferred Tax Valuation

We record deferred tax liabilities for amounts that will increase income taxes on future tax returns. We record
deferred tax assets for amounts that could be used to reduce income taxes on future tax retums. We record a
valuation allowance, or reserve, for the deferred tax asset amount that we may not be able to use on future tax
returns. We estimate the valuation allowance based on our interpretation of the tax rules, prior tax audits, tax
planning strategies, scheduled reversal of deferred tax liabilities, and projected future taxable income.

At December 31, 2007 and December 31, 2008, TEP had no valuation aliowance. At December 31, 2005,
UniSource Energy had a valuation allowance of $7 million relating to net operating loss (NOL) carryforward
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amounts The $7 million valuation allowance balance at December 31, 2005, relates to losses generated by the
Mlllennlum entities. As a result of the sale of Global Solar, the NOL and related valuation allowance were removed

from the UniSource Energy consclidated balance sheet. See Note 6 of Notes to Consolidated Financial
Statements.

As of December 31, 2007 and December 31, 2006, UniSource Energy's deferred income tax assets include $7
m|II|on related to unregulated investment losses of Millennium. These losses have not been reflected on
UmSource Energy’'s consotidated income tax returns. If UniSource Energy were unable to recognize such losses

through its consolidated income tax return in the foreseeable future, UniSource Energy would be required to write
of!f these deferred tax assets.

{

EW ACCOUNTING PRONOUNCEMENTS
|

The FASB recently issued the following Statements of Financial Accounting Standards (FAS), FASB
Int‘erpretations (FIN), FASB Staff Positions (FSP), and Emerging lssues Task Force Issues (EITF);

e SEC Staff Accounting Bulletin (SAB No. 110), issued December 2007, expresses the views of the SEC
E regarding the use of a simplified method in developing an estimate of expected term for “plain vanilla”
- share options in accordance with FAS Statement No. 123 (revised 2004). The SEC Staff believes that it
, may be appropriate to use the simplified method in the following circumstances: (1) there is insufficient
historical data to use as a basis for measuring expected term, or (2) there have been significant changes
‘ to the terms of its share option grants or the types of employees that receive share option grants, or (3)
| there have been significant structural changes to the company. The guidance is applicable to share
, option grants after December 31, 2007, and we are assessing whether it is appropriate for us to use the
} simplified method for future share option grants.

e FAS 160, Accounting and Reporting of Noncontrolling interests in Consolidated Financial Statements,

i issued December 2007, will change the accounting and reporting for minority interests, requiring such
amounts to be classified as a component of equity, and will also change the accounting for transactions

i with minority-interest holders. The standard will be applicable for fiscal years beginning on or after

t December 15, 2008 and generally on a prospective basis. Early adoption is prohibited and business

combinations with acquisition dates prior to the effective date will not be adjusted upon application. We do

not expect this pronouncement to have a material impact on our financial statements.

« FAS 141(R) Business Combinations - a replacement of FASB Statement Mo. 141, issued December 2007,

I requires companies to record acquisitions at fair value. FAS 141(R) changes the definition of a business

. and a business combination and is generally expected to increase the number of transactions that will
need to be accounted for at fair value. The standard will be applicable for fiscal years beginning on or

| after December 15, 2008 and generaliy on a prospective basis. Early adoption is prohibited and business

. combinations with acquisition dates prior to the effective date will not be adjusted upon application. We do

not expect this pronouncement to have a material impact on our financial statements,

! + FSP FASB Interpretation (FIN) 39-1, issued April 2007, allows entities that are party to a master netting
arrangement to offset the receivable or payable recognized upon payment or receipt of cash collateral

| against fair value amounts recognized for derivative instruments that have been offset under the same

| master netting arrangement. Upon adoption of FSP FIN 39-1, an enlity is required to make an accounting

i policy decision to offset or not offset fair value amounts recognized for derivative instruments under master

' netting arrangements. FSP FIN 39-1 became effective effective January 1, 2008. We will continue to

present cash collateral and derivatives assets and liabilities separately in our financial statements.

e« FAS 159, The Fair Value Option for Financial Assets and Financial Liabilities, issued February 2007,
provides companies with the option at specified election dates, to measure certain financial assets and

l liabilities and other items at fair value with changes in fair value recognized in earnings as those changes
occur. FAS 159 also establishes disclosure requirements that include displaying the fair value of those

i assets and liabilities for which the entity elects the fair value option on the face of the balance sheet and

‘ providing management's reasons for electing the fair value option for each item. We have not elected fair

i value accounting for any of our eligible financial instruments.

|

I

o FAS 157, Fair Value Measurement, issued September 2006, defines fair value, establishes a framework
for measuring fair value, and expands disclosures about fair value measurements. FAS 157 clarifies that
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the exchange price is the price in the principal market in which the reporting entity would transact for the
asset or liability. The adoption of FAS 157 on January 1, 2008 had no impact on our financial statements.
We will begin disclosing inputs to develop fair value measurements and the effect of any of our
assumptions on earnings or net assets for the quarter ending March 31, 2008.

» The Pension Protection Act of 2006 (Pension Act) became effective January 1, 2008. The new law affects
the manner in which many companies, including UniSource Energy, administer their pension plans and
provides for certain minimum funding requirements. The Pension Act resulted in no additional funding
requirements as for the company.

SAFE HARBOR FOR FORWARD-LOOKING STATEMENTS

This Annual Report contains forward-locking statements as defined by the Private Securities Litigation Reform Act
of 1995. UniSource Energy are including the following cautionary statements to make applicable and take
advantage of the safe harbor provisions of the Private Securities Litigation Reform Act of 1995 for any forward-
looking statements made by or for UniSource Energy in this Annual Report. Forward-looking statements include
statements concerning plans, objectives, goals, strategies, future events or performance and underlying
assumptions and other statements that are not statements of historical facts. Forward-locking statements may be
identified by the use of words such as “anticipates”, “estimates”, “expects”, “intends”, “plans”, “predicts”, “projects”,
and similar expressions. From time to time, we may publish or otherwise make available forward-looking
statements of this nature. All such forward-looking statements, whether written or oral, and whether made by or on
behalf of UniSource Energy, are expressly qualified by these cautionary statements and any other cautionary
statements which may accompany the forward-looking statements. In addition, UniSource Energy disclaim any
obligation to update any forward-looking statements to reflect events or circumstances after the date of this report.

Forward-looking statements involve risks and uncertainties, which could cause actual results or outcomes to differ
materially from those expressed in the forward-locking statements. We express our expectations, beliefs and
projections in good faith and believe them to have a reasonable basis. However, we make no assurances that
management's expectations, beliefs or projections will be achieved or accomplished. We have identified the
following important factors that could cause actual results to differ materially from those discussed in our forward-
looking statements. These may be in addition to other factors and matters discussed in other parts of this report:

1. The resolution of pending retail rate case proceedings and the resulting rate structures.

2. Demand conditions in our retail service areas, including economic conditions, weather conditions, rate
structures, demographic patterns, competing energy alternatives and the status of retail competition.

3. Supply and demand conditions in wholesale energy markets, including volatility in market prices and illiquidity
in markets, are affected by a variety of factors, which include the availability of generating capacity in the
Western U.S., including hydroelectric resources, weather, natural gas prices, the extent of utility restructuring
in various states, transmission constraints, environmental regulations and cost of compliance, FERC
regulation of wholesale energy markets, and economic conditions in the Western U.S.

4. Changes affecting our cost of providing electric and gas service including changes in fuel costs, generating
unit operating performance, scheduled and unscheduled plant outages, interest rates, tax laws, environmental
{aws, and the general rate of inflation.

5. Ability to obtain financing through debt and/or equity issuance, which can be affected by various factors,
including interest rate fluctuations and capital market conditions.

6. The creditworthiness of the entities with which we transact business or have transacted business.
7. Changes in accounting principles or the application of such principles to our businesses.
8. Changes in the depreciable lives of our assets.

9. Unanticipated changes in future liabilities relating to employee benefit plans due to changes in market values
of retirement plan assets and health care costs.

10. The outcome of any ongoing or future litigation.




i
|

Ql!!ANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
|
Market Risks

We are exposed to various forms of market risk. Changes in interest rates, returns on marketable securities, and
changes in commodity prices may affect our future financial results.

For additional information concerning risk factors, including market risks, see Safe Harbor for Forward-Looking
Statements, above.

Risk Management Committee

We have a Risk Management Committee responsible for the oversight of commaodity price risk and credit risk
related to the wholesale energy marketing activities of TEP and the fuel and power procurement activities at TEP,
UNS Gas and UNS Electric. Our Risk Management Committee, which meets on a quarterly basis and as needed,
consnsts of officers from the finance, accounting, legat, wholesale marketing, transmission and distribution
operations, and the generation operations departments of UniSource Energy. To limit TEP, UNS Gas and UNS
Electric’'s exposure to commodity price risk, the Risk Management Committee sets trading and hedging policies
and limits, which are reviewed frequently to respond to constantly changing market conditions. To limit TEP, UNS
Gas and UNS Electric's exposure to credit risk, the Risk Management Committee reviews counterparty credit
exposure as well as credit policies and limits.

Interest Rate Risk

TE;’ is exposed to interest rate risk resulting from changes in interest rates on certain of its variable rate debt
obllgatlons At December 31, 2007 and 2006, TEP's debt included $329 million of tax-exempt variable rate debt.
The average interest rate on TEP's variable rate debt (excluding letter of credit fees) was 3.64 % in 2007 and
3.47% in 2008. At December 31, 2007 and 2006, TEP's debt also included variablz rate lease debt totaling $67
million, and $68 million respectively, related to its Springerville Common Facilities Leases. The notes underlying
thelleases mature in June 2017 and January 2020. Interest is payable at LIBOR plus 1.5% through June 2009.
The spread over LIBOR increases by 0.125% in June 2009, and every three years thereafter to 2% by June 2018.
The interest rate in effect on the lease debt was 6.69% at December 31, 2007, and 7.13% at December 31, 2006.
A 1% increase (decrease) in average interest rates would result in a decrease (increase} in TEP’s pre-tax income
by approximately $4 million.

|
A portron of the rent payable by TEP pursuant to the Springerville Common Facilities Leases is determined by the
amount of interest payable on the floating rate lease debt. In June 2008, TEP entered into an interest rate swap to
hedge a portion of the interest rate risk associated with the portion of rent determined by the interest rate on this
debt. This swap has the effect of fixing the interest rate portion of rent at 7.27% on a portion of the principal
balance, which was $36 million at December 31, 2007.

Marketable Securities Risk

TEI? is exposed to fluctuations in the return on its marketable securities, which is comprised of investments in debt
securities. At December 31, 2007 and 2006, TEP had marketable debt securities with an estimated fair value of
$109 million and $139 million, respectively. At December 31, 2007 and 2006, the fair value exceeded the carrying
value by $4 million and $6 million, respectively. These debt securities represent TEP’s investments in lease debt
underlylng certain of TEP's capital lease obligations. Changes in the fair vatue of such debt securities do not
preeent a material risk to TEP, as TEP intends to hold these investments to maturity.

L
Conhmodity Price Risk

|

We :are exposed to commodity price risk primarily relating to changes in the market price of electricity, natural gas,
coal and emission allowances.

TEP

To n"lanage its exposure to energy price risk, TEP enters into forward contracts to buy or sell energy at a specified
prlce and future delivery period. Generally, TEP commits to future sales based on expected excess generating
capabmty, forward prices and generation costs, using a diversified market approach to provide a balance between
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long-term, mid-term and spot energy sales. TEP generally enters into forward purchases during its summer
peaking period to ensure it can meet its load and reserve requirements and account for other contracts and
resource contingencies. TEP also enters into limited forward purchases and sales to optimize its resource portfolio
and take advantage of locational differences in price. These positions are managed on both a volumetric and
dollar basis and are closely monitored using risk management policies and procedures overseen by the Risk
Management Committee. For example, the risk management policies provide that TEP should not take a short
physical position in the third quarter and must have owned generation backing up all physical forward sales
positions at the time the sale is made. TEP's risk management policies also restrict entering into forward positions
with maturities extending beyond the end of the next calendar year except for approved hedging purposes.

TEP's risk management policies also allow for financial purchases and sales of energy subject to specified risk
parameters established and monitored by the Risk Management Committee. These include financial trades in a
futures account on an exchange, with the intent of optimizing market opportunities.

The majority of TEP’s forward contracts are considered to be “normal purchases and sales” of electric energy and
are therefore not accounted for as derivatives under FAS 133. TEP records revenues on its “normal sales” and
expenses on its “normal purchases” in the period in which the energy is delivered. From time to time, however,
TEP enters into forward contracts that meet the definition of a derivative under FAS 133, When TEP has
derivative forward contracts, it marks them to market using actively quoted prices obtained from brokers for power
traded over-the-counter at Palo Verde and at other Southwestern U.S. trading hubs. TEP believes that these
broker quotations used to calculate the mark-to-market values represent accurate measures of the fair values of
TEP's positions because of the short-term nature of TEP's positions, as limited by risk management policies, and
the liquidity in the short-term market.

To adjust the value of its derivative forward power sales and purchases, classified as cash flow hedges, to fair
value in Other Comprehensive Income, TEP recorded the following net unrealized gains and losses:

2007 2006 2005
- In Millions-
Unrealized Gain (Loss) $ - $8 $ (1)

TEP also reported the following net unrealized gains and losses on forward power sales and purchases in
Wholesale Sales.

2007 2006 2005
- In Millions-
Unrealized Gain (Loss) $ - $ 1 $ )

Natural Gas

TEP is also subject to commodity price risk from changes in the price of natura! gas. In addition to energy from its
coal-fired facilities, TEP typically uses purchased power, supplemented by generation from its gas-fired units.
Some of these purchased power contracts are price indexed to natural gas prices. Short-term and spot power
purchase prices are also closely correlated to natural gas prices. Due to its increasing seasonal gas and
purchased power usage, TEP hedges a portion of its total natural gas exposure from plant fuel, gas-indexed
purchase power and spot market purchases with fixed price contracts for a maximum of three years. TEP
purchases its remaining gas fuel needs and purchased power in the spot and short-term markets.

In 2007, the average market price of natural gas was $6.11 per MMBtu, or 1% higher than 2008. The table below
summarizes TEP's gas generation output and purchased power for 2007, 2006 and 2005.
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| 2007 2006 2005 2007 2006 2005

1 -Millions of MWhs- % of Total Resources
Gas-Fired Generation 1,088 850 368 8% 6% 3%
Purchased Power 2,047 1,680 1,639 15% 12% 13%

To'adjust the value of its derivative gas swap contracts, classified as cash flow hedges, to fair value in Other
Colmprehensive Income, TEP recorded the following net unrealized gains and losses:

| 2007 2006 2005
' - In Millions-
Unrealized Gain (Loss) $ (6) $ (18 § 18

The chart below displays the valuation methodologies and maturities of TEP's power and gas derivative contracts.

| Unrealized Gain {Loss) of TEP's
‘ Hedging and Trading Activities
i - Millions of Dollars -

Maturity 0 -6  Maturity 6 - 12 Maturity Total
Sc:Jurce of Fair Value At Dec. 31, 2007 months months over 1 yr. Unrealized
| Gain {(Loss)
Prices actively quoted $ - $§ - $ - $ -
Prices based on models and other valuation
|methods - (1) - (1)
Totat $ - $ (1) $ - $ )

Serisitivitv Analysis of Derivatives

TEP uses sensitivity analysis to measure the impact of an unfavorable change in market prices on the fair value of
its Jenva’nve forward contracts. Unrealized gains and losses related to TEP's derivative contracts that are not
cash flow hedges are reported on the income statement. Unrealized gains and losses related to derivative
contracts that are cash flow hedges are reported in Other Comprehensive Income; the unrealized galns and losses
are reversed as contracts settle and realized gains or losses are recorded. The chart below summarizes the
change in unrealized gains or losses if market prices increase or decrease by 10%.

'

- Millions of Dollars -

Change in Market Price As of December 31, 2007 10% Increase 10% Decrease
Non-Cash Flow Hedges
Forward power sales and purchase contracts $1 $(1)

Gas swap agreements -

Ca;h Flow Hedges

Forward power sales and purchase contracts (N $1
Gas swap agreements 4 ()
|
Coal

TEPis subject to commodity price risk from changes in the price of coal used to fuel its coal-fired generating
plantls.

In 20'03 TEP amended and extended the long-term coal supply contract for Springervilte Units 1 and 2 through
2020 and expects coal reserves to be sufficient to supply the estimated requirements for Units 1 and 2 for their
presently estimated remaining lives. During the extension period from 2011 through 2020, the coal price will be
determmed by the cost of Powder River Basin coal delivered to Springerville Unit 3 subject to a floor and ceiling.
Based on current coal market conditions, this range would be from $24 to $30 per ton. TEP estimates its future
mmnmum annual payments under this contract to be $45 million through 2010, the initial contract expiration date,
and $14 million from 2011 through 2020. TEP'’s coal transportaticn contract at Springerville runs through June of

2011! TEP estimates minimum annual payments under this contract to be $13 million through 2010 and $7 million
in 2011.
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In December 2006, TEP entered into agreements for the purchase and transportation of coal to Sundt Unit 4
through December 2008. The total amount paid under these agreements depends on the number of tons of coal
purchased and transported. In 2007, TEP’s total coal-reiated fuel expense across all of its plants increased by
$12 million, or 6% compared with 2006.

The long-term rail contract for Sundt Unit 4 is in effect untii the earliest of 2015, the remaining life of Sundt Unit 4
or the life of the coal mine. This rail contract requires TEP to transport at least 75,000 tons of coal per year
through 2015 at an estimated annual cost of $2 million or to make a minimum payment of $1 million.

TEP also participates in jointly-owned generating facilities at Four Corners, Navajo and San Juan, where coal
supplies are under long-term contracts administered by the operating agents. In 2003, the Four Corners coal
contract was extended through July 2016. This contract requires TEP to purchase minimum amounts of coal at an
estimated annual cost of $6 miliion. TEP expects coal reserves available to these three jointly-owned generating
facilities to be sufficient for the remaining lives of the stations.

The contracts to purchase coal for use at the jointly-owned facilities require TEP to purchase minimum amounts of
coal at an estimated average annual cost of $21 million for the next five years. See Management’s Discussion and
Analysis of Financial Condition and Results of Operations, UniSource Energy Consolidated, Contractual
Obligations and Note 5 of Notes to Consolidated Financial Statements — Commitments and Contingencies, TEP
Commitments, Purchase and Transportation Commitments.

UNS Gas

UNS Gas is subject to commodity price risk, primarily from the changes in the price of natural gas purchased for its
customers. This risk is mitigated through the PGA mechanism which provides an adjustment to UNS Gas' retail
rates to recover the actual costs of gas and transportation. UNS Gas further reduces this risk by purchasing
forward fixed price contracts or entering into financial gas swaps for a portion of its projected gas needs under its
Price Stabilization Plan. UNS Gas purchases at least 45% of its estimated gas needs in this manner.

For UNS Gas' forward gas purchase contracts, a 10% decrease in market prices would result in a decrease in
unrealized net gains reported as a regulatory liability of $1 million, while a 10% increase in market prices would
result in an increase in unrealized net gains reported as a regulatory liability of $1 million.

UNS Electric

UNS Electric is not exposed to commodity price risk for its current purchases of electricity as it has a fixed price
full-requirements supply agreement with PWMT and a PPFAC mechanism which fully recovers the costs incurred
under such contract on a timely basis. This supply agreement with PWMT expires in May 2008 and UNS Electric
is in the process of replacing this energy resource.

During 2006 and 2007, UNS Electric entered into various power supply agreements for periods of one to five years
beginning in June 2008. Certain of these contracts are at a fixed price per MW and others are indexed to natural
gas prices. UNS Electric estimates its future minimum payments under these contracts to be $58 million in 2008,
$67 million in 2009, $39 million in 2010, $15 million in 2011, $8 million in 2012, and $8 million thereafter based on
natural gas prices at the date of the contracts.

Because a portion of the costs under these contracts will vary from period to period based on the market price of
gas, the PPFAC, as currently structured, may not provide recovery of the costs incurred under these new contracts
on a timely basis.

For UNS Electric’s forward power purchase contracts, a 10% decrease in market prices would result in a decrease
in unrealized net gains reported as a regulatory liability of $18 million, while a 10% increase in market prices would
result in an increase in unrealized net gains reported as a regulatory liability of $18 million.

in 2007, UNS Electric began hedging a portion of its natural gas exposure from gas-indexed purchase power
agreements that begin in June 2008 with fixed price contracts. In addition, UNS Electric began hedging a portion
of its anticipated natural gas exposure from plant fuel for the period June 2008 and beyond. UNS Electric currently
has approximately 32% of this aggregate summer exposure hedged for the summer of 2008. UNS Electric will
obtain its remaining gas and purchased power needs through a combination of additional forward purchases and
purchases in the short-term and spot markets.
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For UNS Electric’s forward gas purchase contracts, a 10% decrease in market prices would result in a decrease in
unreahzed net gains reported as a regulatory liability of $2 million, while a 10% increase in market prices would
resu]t in an increase in unrealized net gains reported as a regulatory liability of $2 million.

MEG

MEG was in the business of trading Emission Allowances and related instruments until December 2007 when it
settled its remaining positions. No further activities are anticipated.

MEG marked its trading positions to market on a daily basis using actively guoted prices obtained from brokers
and optrons pricing models. As of December 31, 2007, MEG had no trading assets or liabilities on its balance
sheet. At December 31, 2008, the fair value of MEG s trading assets combined with Emission Allowances it held
in escrow was $11 mtllron The fair value of MEG's trading liabilities was $5 million at December 31, 2006. For
2007, MEG reflected a $3 million unrealized loss and a $2 million realized gain on its income statement, compared
with an unrealized gain of $10 million and a realized loss of $10 million in 2008.

|
Credit Risk

UniSlource Energy is exposed to credit risk in its energy-related marketing and trading activities related to potential
nonperformanoe by counterparties. We manage the risk of counterparty default by performing financial credit
revneWS setting limits, monitoring exposures, requiring collateral when needed, and using standard agreements
Wthh aliow for the netting of current period exposures to and from a single counterparty. We calculate
counterparty credit exposure by adding any outstanding receivable {net of amounts payable if a netting agreement
exrsts) to the mark-to-market value of any forward contracts. A positive number means that we are exposed to the
credr;wonhlness of our counterparties. If exposure exceeds credit limits or contractual collateral thresholds, we
may 'lrequest that a counterparty provide credit enhancement in the form of cash collateral or a letter of credit.
Conversely, a negative exposure means that a counterparty is exposed to the creditworthiness of TEP, UNS Gas
or UNS Electric. If such exposure exceeds credit limits or collateral thresholds, we may be required to post
collateral in the form of cash or other credit enhancements.

As of. December 31, 2007, TEP's total credit exposure related to its wholesale marketing and gas hedging activities
was epprox:mately $20 miltion. Approximately $3 million of TEP's exposure is to non-investment grade
companies. TEP had one counterparty with an exposure of greater than 10% of its total credit exposure, totaling
approxrmately $3 million.

TEP malntalns a margin account with a broker to support certain risk management and trading activities. At
December 31, 2007, TEP had approximately $1 million in that margin account. At December 31, 2007, TEP had
no other credit enhancements posted with counterparties, nor did TEP hold any collateral from its counterparties.

r

UNS Gas is subject to credit risk from non-performance by its supply and hedging counterparties to the extent that
these contracts have a mark-to-market value in favor of UNS Gas. As of December 31, 2007, UNS Gas had
purchased under fixed price contracts approximately 31% of the expected monthly consumption for the 2008/2009
winter season (November through March) and approximately 19% of its expected consumption for the 2009/2010
wmter season. At December 31, 2007, UNS Gas had less than $1 million in mark-te-market credit exposure under
its supply and hedging contracts. As of December 31, 2007, UNS Gas had provided $10 million in letters of credit
as credit enhancements,

|
UNS Electric has begun to enter into energy purchase agreements to replace the full requirements contract it has
with PWMT that expires in May 2008, as well as gas hedging contracts to hedge the risk in its gas-indexed power
purchase agreements. To the extent that such contracts have a positive mark-to-market value, UNS Electric
would be exposed to credit risk under those contracts. At December 34, 2007, UNS Electric had approximately $7
million in credit exposure under such contracts. All of UNS Electric's credit exposure is to investment grade
counterparties and is concentrated with four of its counterparties. As of December 31, 2007, UNS Electric had not
posted any credit enhancement with its counterparties and had not coliected any collateral margin from its
counterpartres




TEP'S UTILITY OPERATING STATISTICS

For Years Ended December 31,

2007 2006 2005 2004 2003
Generation and Purchased Power — kWh (000}
Remote Generation {(Coal) 11,001,318 10,854,710 10,059,315 10,159,729 10,182,706
Local Tucson Generation (Qil, Gas & Coal) 1,065,778 966,476 1,165,001 1,174,500 1,082,058
Purchased Power 2,046,864 1,680,495 1,638,737 1,322,084 1,153,305
Total Generation and Purchased Power 14,113,960 13,501,681 12,863,053 12,656,313 12,418,069
Less Losses and Company Use 921,024 885,120 806,168 821,008 778,285
Total Energy Sold 13,192,936 12,616,561 12,056,885 11,835,305 11,639,784
Sales — kWh (000)
Residential 4,004,797 3,778,369 3,633,226 3,459,750 3,389,744
Commercial 2,057,982 1,858,141 1,855,432 1,787.472 1,689,014
Industrial 2,341,025 2,278,244 2,302,327 2,226,314 2,245,340
Mining 983,173 924,898 842,881 829,028 701,638
Public Authorities 247,430 260,767 241,119 240,426 250,038
Totat — Electric Retail Sales 9,634,407 9,201,419 8,874,985 8,542,990 8,275,774
Electric Wholesale Sales 3,558,529 3,415,142 3,181,900 3,292,315 3,364,010
Total Electric Sales 13,192,936 12,616,561 12,056,885 11,835,305 11,639,784
Operating Revenues {000)
Residential $ 362,967 $ 343459 § 330614 $ 315402 $ 309,807
Commercial 213,364 203,284 192,966 186,625 175,559
Industrial 168,279 165,068 165,988 161,338 160,276
Mining 48,707 43,724 39,749 38,549 28,022
Public Authorities 18,332 18,935 17,559 17,427 17,839
Total — Electric Retail Sales 811,649 774,470 746,876 719,341 691,503
Electric Wholesale Sales 195,999 179,022 178,428 159,918 151,030
Other Revenues 62,855 35,502 12,166 10,039 9,018
Total Operating Revenues $1,070503 § 988,994 §$ 937470 $ 889,298 $ 851,551
Customers {End of Period)
Residential 361,945 357,646 350,628 341,870 334,131
Commercial 34,759 34,104 33,534 32,923 32,369
Industrial 641 664 673 676 676
Mining 2 2 2 2 2
Public Authorities 61 61 61 &1 61
Total Retail Customers 397,408 362,477 384,898 375,632 367,239
Average Retail Revenue per kWh Sold (cents)
Residential 9.1 9.1 9.1 9.1 9.1
Commercial 10.4 10.4 10.4 10.4 10.4
Industrial and Mining 6.6 6.6 6.9 6.5 6.4
Average Retail Revenue per kWh Sold 8.4 8.4 8.4 8.4 8.4
Average Revenue per Residential Customer S 1009 % 971 $ 954 § 933 % 937
Average kWh Sales per Residential Customer 11,129 10,681 10,484 10,231 10,249
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SEILECTED CONSOLIDATED FINANCIAL DATA

UniSource Energy 2007 2006 2005 2004 2003
| - In Thousands -
{except per share data)

Summary of Operations
Operating Revenues $1,381,373  $1,308,141 $1,224,056 $1,164,988  $ 970,651
Incame Before Discontinued

Operatrons and Accounting

Chan? $ 58,373 $ 69,243 $ 52,253 $ 50,982 $53,042
Net Income **® $ 58,373 $ 67,447 $ 46,144 $45919  $113,941
Basic Earnings per Share:
Before Discontinued Operations &

' Accounting Change $1.64 $1.96 $1.51 $1.49 $1.60
Net 'Income $1.64 $1.91 $1.33 $1.34 $3.37
Dlluted Earnings per Share:

Before Discontinued Operations &

| Accounting Change $157 $1.85 $1.44 $145 $157
Net I|ncome $1.57 $1.80 $1.28 $1.31 $3.32
Shares of Common Stock

Outstanding
Average 35,486 35,264 34,798 34,380 33,828
End of Year 35,315 35,190 34,874 34,255 33,788
Year-end Book Value per Share $19.54 $18.59 $17.59 $16.95 $ 16.47
Cash Dividends Declared per Share $0.90 $0.84 $0.76 $0.64 $0.60

1
Financial Position
Total Utility Plant — Net $2407,295 $2259620 $2171461 $2,081,137 §$2,069,215
Investments in Lease Debt and Equity 152,544 181,222 156,301 170,893 178,789
Other Investments and Other Property 70,677 66,194 58,468 68,846 90,137
Total Assets $3,185,716  $3,187,409 $3,180,211 $3;186,936 § 3,135,013
Long:Term Debt $ 993870 $1171170 $1,212,420 $1,257,595 § 1,286,320
Non-Current Capital Lease

Obligations 530,973 588,771 665,737 701,931 762,968
Common Stock Equity 690,075 654,149 616,741 580,718 556,472
Total!Capitalization $2,214918 $2414090 §$2,404,898 §$2540,244 § 2,605,760
Selected Cash Flow Data
Net Cash Flows From Operating

Activities $ 322,766 $ 282,659 $ 273,883 $ 306,979 $ 263,396
Capltal Expenditures $ (245,366) $(238,261) $(203,362) $(166,861) $(135731)
Other, Investing Cash Flows 27,961 (7,820) 32,794 10,672 {215,001)
Net Cash Flows From Investing

Activities $ (217,405) $(246,081)  $(170,568) $(156,189) $(350,732)
Net C&ash Flows From Financing

Activities $ (119,229) $(77,016) $(112,664) $ (98,028) $ 97,674
Ratlo‘of Earnlngs to Fixed
Cha_ges 1.68 1.73 1.55 1.48 1.44

|
M n 2003 Operating Revenues, Income Before Discontinued Operations and Accounting Change and Net Income
include results from UES for the pericd from August 11, 2003 to December 31, 2003.
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2) Net Income includes an after-tax loss for discontinued operations of $2 million in 2006, $5 million in 2005, $5
million in 2004 and $7 million in 2003. Net income includes an after-tax loss of $0.6 mitlion for the Cumulative
Effect of Accounting Change from the implementation of FIN 47 in 2005 and an after-tax gain of $67 million for the
Cumulative Effect of Accounting Change from the implementation of FAS 143 in 2003.

® For purposes of this computation, earnings are defined as pre-tax earnings from continuing operations before
minority interest, or incomefloss from equity method investments, plus interest expense, and amortization of debt
discount and expense related to indebtedness. Fixed charges are interest expense, including amortization of debt
discount and expense on indebtedness.

See Management's Discussion and Analysis of Financial Condition and Results of Operations.

Management’s Report on Internal Controls Over Financial Reporting

UniSource Energy Corporation’s management is responsible for establishing and maintaining adequate internal
control over financial reporting. Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to future periods are subject
to the risk that controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

Management assessed the effectiveness of the UniSource Energy Corporation’s internal control over financial
reporting as of December 31, 2007. In making this assessment, management used the criteria set forth by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO) in Internal Control - Integrated
Framework.

Based on management's assessment using those criteria, management has concluded that, as of December 31,
2007, UniSource Energy Corporation’s internal control over financial reporting was effective.

Report of independent Registered Public Accounting Firm

To the Board of Directors and Stockholders' of
UniSource Energy Corporation:

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of income,
cash flows and stockholders' equity present fairly, in all material respects, the financial position of UniSource
Energy Corporation and its subsidiaries at December 31, 2007 and 2006, and the results of their operations and
their cash flows for each of the three years in the period ended December 31, 2007 in conformity with accounting
principles generally accepled in the United States of America. Also in our opinion, the Company maintained, in all
material respects, effective internal control over financial reporting as of December 31, 2007, based on criteria
established in Internal Control - Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO). The Company's management is responsible for these financial statements,
for maintaining effective internat control over financial reporting and for its assessment of the effectiveness of
internal control over financial reporting, included in the accompanying Management's Report on Internal Controf
over Financial Reporting. Qur responsibility is to express opinions on these financial statements and on the
Company's internal control over financial reporting based on our integrated audits. We conducted our audits in
accordance with the standards of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audits to obtain reasonable assurance about whether the financial
statements are free of material misstatement and whether effective internal control over financial reporting was
maintained in all material respects. Our audits of the financial statements included examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements, assessing the accounting principles
used and significant estimates made by management, and evaluating the overall financial statement presentation.
Our audit of internal control over financial reporting included obtaining an understanding of internal control over
financial reporting, assessing the risk that a material weakness exists, and testing and evaluating the design and
operating effectiveness of internal control based on the assessed risk. Our audits also included performing such
other procedures as we considered necessary in the circumstances. We believe that our audits provide a
reasonable basis for our opinions.
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As descnbed in Note 10 to the consolidated financial statements, the company changed the manner in which it
accounts for income taxes as a result of implementing FIN 48, Accounting for Uncertainty in Income Taxes— an
mterpretatlon of FASB Statement No. 109 as of January 1, 2007.

As descrlbed in Note 11 to the consolidated financial statements, the company changed the manner in which it
accounts for pension and post-retirement obligations as a result of implementing Financial Accounting Standards
Board Standard No. 158 as of December 31, 2006.

As dlescribed in Note 1 to the consolidated financial staterments, the company changed the manner in which if
accounts for asset retirement costs as a result of implementing Financial Accounting Standards Board

Interpretauon No. 47 as of December 31, 2005.

A company s internal control over financial reporting is a process designed to provide reasonable assurance
regardmg the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company's internal control over financial reporting
mcludes those policies and procedures that (i} pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (ii) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (iii) provide reasonable
assu‘rrance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company's assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
mlsstatements Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policles or procedures may deteriorate.

PricewaterhouseCoopers LLP
Chicago, lllinois
February 26, 2008

:
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UNISOURCE ENERGY CORPORATION
CONSOLIDATED STATEMENTS OF INCOME

Years Ended December 31,

2007 2006 2005
- Thousands of Dollars -
(Except Per Share Amounts)
Cperating Revenues
Electric Retail Sales $ 976,795 $ 932,307 $ 89541
Electric Wholesale Sales 196,233 179,266 178,667
(Gas Revenue 148,597 159,598 135,909
QOther Revenues 59,748 36,870 14,069
Total Operating Revenues 1,381,373 1,308,141 1,224,056
Operating Expenses
Fuel 291,238 257,515 226,278
Purchased Energy 352,898 320,788 324,351
Other Operations and Maintenance 258,176 247,069 215,600
Depreciation and Amortization 140,638 130,502 132,577
Amortization of Transition Recovery Asset 77,681 65,985 56,418
Taxes Other Than Income Taxes 47,837 46,136 47,328
Total Operating Expenses 1,168,468 1,067,995 1,002,552
Operating Income 212,905 240,146 221,504
Other Income {Deductions)
Interest Income 18,828 19,210 19,838
Other Income 7,622 7.453 10,985
Other Expense {4,380) {1,887) (2,155)
Total Other Income {Deductions) 22,070 24,776 28,668
Interest Expense
Long-Term Debt 73,095 75,038 76,762
Interest on Capital Leases 64,499 72,588 79,098
Loss on Extinguishment of Debt - 1,080 5,261
Other Interest Expense 5,480 7,922 3,153
Interest Capitalized (5,551) {4.884) {3,978)
Total Interest Expense 137,523 151,743 160,296
Income Before Income Taxes, Discontinued Operations, and Cumulative
Effect of Accounting Change 97,452 113,179 89,876
Income Tax Expense 39,079 43,936 37,623
income Before Discontinued Operations and Cumulative Effect of Accounting Change 58,373 69,243 52,253
Discontinued Operations - Net of Tax - {1,796) (5,483)
Cumulative Effect of Accounting Change - Net of Tax - - {626)
Net Income $ 58,373 $ 67,447 $ 46,144
Waighted-average Shares of Cornmon Stock Qutstanding (000) 35,486 35,264 34,798
Basic Earnings per Share
Income Before Discontinued Operations and Cumulative Effect of Accounting Change $1.64 $1.96 $1.51
Discontinued Operations - Net of Tax - $(0.05) $(0.18)
Cumulative Effect of Accounting Change - Net of Tax - - $(0.02)
Net Income $1.64 1. $1.33
Diluted Earnings per Share
income Before Discontinued Operations and Cumulative Effect of Accounting Change $1.57 $1.85 $1.44
Discontinuad Operations - Net of Tax - $(0.05) $(0.14)
Cumulative Effect of Accounting Change - Net of Tax - - $(0.02)
Net Income $1.57 $1.80 $1.28
Dividends Declared per Share $0.90 $0.84 $0.76

See Notes o Consolidated Financial Statements.
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UNISOURCE ENERGY CORPORATION
CONSOLIDATED STATEMENTS OF CASH FLOWS
|

Years Ended December 31,

2007 2006 2005
i - Thousands of Dollars -
I
Cash Flows from QOperating Activities
Cash Receipts from Electric Retail Sales $ 1,061,994 $1,008,071 $ 975,378
Cash Receipts from Electric Wholesale Sales 301,615 254,322 227,095
Cash Receipts from Gas Sales 165,678 173,243 145,281
Cash Receipts from Operating Springerville Unit 3 38,887 16,659 -
Sale of Excess Emission Allowances 14,861 7,254 15,354
Other Cash Receipts 11,774 8,823 9,107
MEG Cash Receipts from Trading Activity 2,829 2,704 72,441
Intérest Received 19,197 22,221 23,194
Performance Deposits Received 12,549 15,307 41,157
Income Tax Refunds Received 1,016 553 1,484
Purchased Energy Costs Paid (450,197) (383,943) (369,218)
Fuel Costs Paid (283,439) (244,690) (223,672)
Payment of Other Operations and Maintenance Costs (158,057) {137,941) (130,108)
Taxes Other Than Income Taxes Paid, Net of Amounts Capitalized (151,074} (144 526) {140,013)
Wages Paid, Net of Amounts Capitalized (106,097} (100,368) (93.220)
Interest Paid, Net of Amounts Capitalized (68,446) (67,008) (72,481)
Capltal Lease Interest Paid (54,315) (63,644) (67,707)
Income Taxes Paid (20,923) (66,070} (10,147)
Performance Deposits Payments {7,900) (9.817) (36,455)
Excess Tax Benefit from Stock Option Exercises (541) (1,501} (2,527)
MEG Cash Payments for Trading Activity {1,704) (812) (79,990)
Other Cash Payments (4,942) (3.680) (4,919}
Net Cash Used by Operating Activities of Discontinued QOperations - (2,710) (6,151)
Net Cash Flows - Operating Activities 322,766 282,659 273,883
Cash Flows from Investing Activities
Cap|tal Expenditures (245,366} (238,261) (203,362)
Proceeds from Investment in Lease Debt and Equity 27,732 22,158 13,646
Other Proceeds from Investing Activities 4,475 3,263 8,848
Return of Investment from Millennium 12 4,835 15,236
Investments in and Loans to Equity Investees {B45) (4,518} (4,870)
Other Payments for Investing Activities {3,413) (1,487) -
Sale of Subsidiary - 16,000 -
Payments for Investment in Lease Debt and Equity - (48,025) -
Net Cash Used by Investing Activities of Discontinued QOperations - (46) (66)
Net Cash Flows - Investing Activities {217,405) (246,081) (170,568)
Cash Flows from Financing Activities
Proceeds from Borrowings Under Revolving Credit Facilities 205,000 194,000 45,000
Repayments of Borrowings Under Revolving Credit Facilities (218,000) {(126,000) {(40,000)
Proceeds from lssuance of Long-Term Debt - 30,000 240,000
Repayment of Long-Term Debt (6,000) (93,250) {285,516)
Payments of Capital Lease Obligations (71,549) (61,197) (52,907)
Cornmon Stock Dividends Paid (31,784) (29,499) (26,339)
Payment of Debt Issue Costs (465) (2,092} (12,431)
Proceeds from Stock Options Exercised 1,880 4,861 10,691
Excess Tax Benefit from Stock Option Exercises 541 1,501 2,527
Other Proceeds from Financing Activities 8,210 11,509 11,906
Other Payments for Financing Activities (7,162) (6,849) (5,595)
Net Cash Flows - Financing Activities (119,229) (77,016) (112,664)
Net IDecrease) in Cash and Cash Equivalents {13,863) {40,438) (9,349}
Cash and Cash Equivalents, Beginning of Year 104,241 144,679 164,028
Cash and Cash Equivalents, End of Year $ 90,373 $ 104,241 $ 144 679

[
See Note 16 for supplemental cash flow information.

See 'Notes to Consolidated Financial Statements.
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UNISOURCE ENERGY CORPORATION
CONSOLIDATED BALANCE SHEETS

December 31,
2007 2006
ASSETS - Thousands of Dollars -
Utility Plant
Piant in Service $ 3565735 $ 3,410,638
Utility Plant under Capital Leases 702,337 702,337
Construction Work in Progress 195,105 135,431
Total Utility Plant 4,463,177 4,248,406
Less Accumulated Depreciation and Amortization (1,534,424) (1,492,842)
Less Accumulated Amortization of Capital Lease Assets {521,458) {495,944)
Total Utility Plant - Net 2,407,295 2,259,620
Investments and Other Property
investments in Lease Debt and Equity 152,544 181,222
Qther 70,677 66,194
Total Investments and Other Property 223,221 247,416
Current Assets
Cash and Cash Equivalents 90,373 104,241
Trade Accounts Receivable 114,201 124,789
Unbilled Accounts Receivable 62,101 58,499
Allowance for Doubtful Accounts (18,446) {16,859)
Materials and Fuel Inventory 82,433 73,628
Trading Assets 5,489 26,387
Current Regulatory Assets 10,262 9,549
Deferred Income Taxes - Current 60,055 57,912
Interest Receivable - Current 9,450 7.782
Other 14,322 9,982
Total Current Assets 430,240 455,910
Regulatory and Other Assets
Transition Recovery Regulatory Asset 23,944 101,626
Income Taxes Recoverable Through Future Revenues - Regulaiory Asset 30,009 34,749
Other Regulatory Assets 37,313 54,848
Other Assets 33,694 33,240
Total Regulatory and Other Assets 124,960 224 463
Total Assets $ 3,185716 $ 3,187,409

See Notes to Consolidated Financial Statements.

{Consolidated Balance Sheets Continued)
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UNISOURCE ENERGY CORPORATION
CONSOLIDATED BALANCE SHEETS

December 31,

2007

2006

CAPITALIZATION AND OTHER LIABILITIES
Capltahzatlon

- Thousands of Dollars -

Common Stock Equity 690,075 § 654,149
Capltal Lease Obligations, net of Current Obligations 530,973 588,771
Long-Term Debt, net of Current Maturities 993,870 1,171,170
Total Capitalization 2,214,918 2,414,090
Cu!rrent Liabilities
CL]:rrent Obligations under Capital Leases 58,599 59,090
Borrowmg under Revolving Credit Facilities 10,000 50,000
Current Maturities of Long-Term Debt 204,300 6,000
Accounts Payable 122,687 102,829
Income Taxes Payable 156 16,429
Interest Accrued 48,091 52,392
Trading Liabilities - Derivative Instruments 3,193 16,537
A(i:crued Taxes Other than Income Taxes 36,775 35,431
Accrued Employee Expenses 24,585 22,886
Customer Deposits 21,425 19,767
Current Regulatory Liabilities 16,520 10,707
Other 1,350 3,852
Total Current Liabilities 547,681 395,920
|
Deferred Credits and Other Liabilities
Deferred Income Taxes - Noncurrent 149,730 126,883
Régulatory Liability - Net Cost of Removal for Interim Retirements 106,695 85,394
Other Regulatory Liabilities 15,721 9,609
Pensmn and Other Post-Retirement Benefits 76,407 105,085
Cgstomer Advances for Construction 28,798 27,396
Other 45,766 23,032
Total Deferred Credits and Other Liabilities 423,117 377,399
Co%mitments and Contingencies (Note 6)
Totlal Capitalization and Other Liabilities $ 3,185,716 $ 3,187,409

SecIa Notes to Consolidated Financial Statements.
|
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UNISOURCE ENERGY CORPORATION
CONSOLIDATED STATEMENTS OF CAPITALIZATION

December 31,

2007 2006
COMMON STOCK EQUITY - Thousands of Dollars -
Common Stock-No Par Value $ 702368 % 697,426
2007 2006
Shares Authorized 75,000,000 75,000,000
Shares Qutstanding 35,314,730 35,189,645
Accumulated Deficit (628) (27,913)
Accumulated Other Comprehensive Loss (11,665) {15,364)
Total Common Stock Equity 690,075 654,149
PREFERRED STOCK
No Par Value, 1,000,000 Shares Authorized, None Outstanding - -
CAPITAL LEASE OBLIGATIONS
Springerville Unit 1 345,800 381,446
Springerville Coal Handling Facilities 99,175 112,177
Springerville Common Facilities 107,630 106,837
Sundt Unit 4 36,034 46,140
Other 933 1,261
Total Capital Lease Obligations 589,572 647,861
Less Current Maturities {58,599) (59,090)
Total Long-Term Capital Lease Obligations 530,973 588,771
LONG-TERM DEBT
issue Maturity Interest Rate
UniSource Energy:
Convertible Senior Notes 2035 4.50% 150,000 150,000
Credit Agreement” 2011 Variable 41,000 27,000
Tucson Electric Power Company:
Variable Rate IDBs 2011 Variable™ 328,600 328,600
Collateral Trust Bonds 2008 7.50% 138,300 138,300
Unsecured |IDBs 2020 - 2033 5.85% t0 7.13% 354,270 354,270
UNS Gas and UNS Electric:
Senior Unsecured Notes 2008 - 2015 6.23% to 7.61% 160,000 160,000
Credit Agreement 2011 Variable 26,000 19,000
Total Stated Principal Amount 1,198,170 1,177,170
Lass Current Maturities (204,300} (6,000)
Total Long-Term Debt 993,870 1,171,170
Total Capitalization $ 2214918 § 2,414,090

“At December 31, 2006, UniSource Energy had an additional $20 million outstanding under the Revolving Credit

Facility included in Current Liabilities.

** TEP’s Variable Rate industrial development bonds {IDBs) are backed by letters of credit (LOCs) issued pursuant
to TEP's Credit Agreement which expires in August 2011. Although the Variable Rate {DBs mature between 2018
and 2022, the above maturity reflects a redemption or repurchase of such bonds in 2011 as though the LOCs
terminate without replacement upon expiration of the TEP Credit Agreement. Weighted average interest rates on
this variable rate tax-exempt debt ranged from 3.11% to 3.95% during 2007, 2.95% to 3.96% during 2006 and
1.52% to 3.55% during 2005, and the average interest rate on such debt was 3.64% in 2007, 3.47% in 2006 and

2.48% in 2005.

See Notes to Consolidated Financial Statements.
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UNISOURCE ENERGY CORPORATION

CONrSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS' EQUITY AND COMPREHENSIVE INCOME

Accumulated

. Common Other Total
Shares Comman Accumulated Comprehensive Stockholders’
l Outstanding* Stock Deficit Loss Equity
! - In Thousands -
Balances at December 31, 2004 34,255 § 677,119 $  (85666) $  (10,735) _$ 580718
Com;;rehensive Income:
2005 Net Income - - 46,144 - 46,144
Minimum Pension Liability Adjustment
{net of $1,378 income taxes) - - - (2,101} (2,101)
I
Unfrealized Gain on Cash Flow Hedges
{net of $6,503 income taxes) - - - 9,918 9.918
RchIassiﬁcation of Unrealized Gains
on Cash Flow Hedges to Net Income
{net of $2,403 income taxes) B - - (3,665} (3,865}
Total’Comprehensive Income 50,296
Diyidends Declared - - {215,339) - (26,339)
Sh_ares {ssued under Stock Compensation Plans 36 - - - -
Shares Distributed by Deferred Compensation Trust - 1 - - 1
Shares Issued for Stock Options 583 9.411 - - 9,411
Tax Benefit Realized from Stock Options Exercised - 2,527 - - 2,527
QOther - 127 - - 127
Bala}lces at December 31, 2005 34,874 689,185 {65,861} (6,583) 616,741
Combrehensive Income:
2%06 Net Income - - 67,447 - 67,447
Mi‘nimum Pension Liability Adjustment
(net of $8,915 income taxes) - - - 13,697 13,597
Unrealized Loss on Cash Flow Hedges
|(net of $4,897 income taxes) - - - (7,469) (7,469)
Reclassification of Unrealized Gains
on Cash Flow Hedges ta Net Income
(net of 77 income laxes) - - - (117} (117)
Total Comprehensive Income 73.458
Adjustment to Initially Recognize the Funded Status of
.Employee Benefit Plans
1(net of $9,698 income taxes) - - - (14,792) (14,792)
Dividends Declared - - (29.499) - (28,499)
Shares Issued under Stock Compensation Plans 11 - - - -
Shares Issued for Stock Options a0s 4,859 - - 4,859
Tax Benefit Realized from Stock Options Exercised - 1,501 - - 1,501
Other - 1,881 - - 1,881
I
Balances at December 31, 2006 35,190 897,426 {27,913} (15,364) 654,149
[}
Impl‘lememalion of FIN 48 696 596
Con}‘prehensive Income:
2007 Net Income - - 58,373 - 58,373
Dacrease in Pension and Other Post-Retirement Benefit
Liabilities (net of $3,929 income taxes) - - - 5,993 5,993
Unrealized Loss on Cash Flow Hedges
, (netof $2,500 income taxes) - - - (3,813) (3,813)
I
Reclassification of Unrealized Losses
on Cash Flow Hedges to Net Income
| {net of $996 income taxes) - - - 1.519 1.519
Tola;l Comprehensive Income 62,072
Dividends Declared - - (31.784) - (31,784)
Shares Issued under Stock Compensation Plans 5 - - - -
Slhares Issued for Stock Options 120 1,980 - - 1,980
Tex Benefit Realized from Stock Options Exercised - 540 - - 540
Other - 2,422 - - 2,422
|
Balances at December 31, 2007 35,315 $ 702,368 $ {628) § {11,665) $ 690,075

> Ur{iSource Energy has 75 million authorized shares of Common Stock.

We describe limitations on our ability to pay dividends in Note 2.

SeaI Notes to Consolidated Financial Statements.
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UNISOURCE ENERGY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1. NATURE OF OPERATIONS AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

NATURE OF OPERATIONS

UniSource Energy Corporation (UniSource Energy) is a holding company that has no significant operations of its
own. Operations are conducted by UniSource Energy's subsidiaries, each of which is a separate legal entity with
its own assets and liabilities. UniSource Energy owns 100% of Tucson Electric Power Company (TEP), UniSource
Energy Services, Inc. (UES), Millennium Energy Holdings, Inc. (Millennium) and UniSource Energy Development
Company {(UED).

TEP, a regulated public utility, is UniSource Energy's largest operating subsidiary and represented approximately
81% of UniSource Energy's assets as of December 31, 2007. TEP generates, transmits and distributes electricity
to approximately 397,000 retail electric customers in a 1,155 square mile area in Southern Arizona. TEP also sells
electricity to other utilities and power marketing entities primarily located in the Western U.S. In addition, TEP
operates Springerville Unit 3 on behalf of Tri-State Generation and Transmission Association, Inc. (Tri-State).

UES holds the common stock of UNS Gas, Inc. (UNS Gas) and UNS Electric, Inc. (UNS Electric). UNS Gas is a
gas distribution company with 146,000 retail customers in Mohave, Yavapai, Coconino, and Navajo counties in
Northern Arizona, as well as Santa Cruz County in South Central Arizona. UNS Electric is an electric transmission
and distribution company with approximately 90,000 retail customers in Mohave and Santa Cruz counties.

Millennium invests in unregulated energy related businesses. On March 31, 2006, UniSource Energy completed
the sale of all of the capital stock of Global Solar, Inc. (Global Solar), Millennium’s largest subsidiary, to a third
party. We present Global Solar's assets, liabilities and related operations throughout this report as discontinued
operations. See Note 15.

UED facilitated the expansion of the Springerville Generating Station and is currently developing the Black
Mountain Generating Station (BMGS), a 90 MW gas turbine project in Northern Arizona that, subject to ACC
approval, is expected to provide energy to UNS Electric.

We conduct our business in three primary business segments —~ TEP, UNS Gas and UNS Electric.
References to “we” and “our” are to UniSource Energy and its subsidiaries, collectively.
BASIS OF PRESENTATION

We account for our investments in subsidiaries using the consolidation method when we hold a majority of a
subsidiary's voting stock and we can exercise control over the subsidiary. The accounts of the subsidiary and
parent are combined, and intercompany balances and transactions are eliminated. Intercompany profits on
transactions between regulated entities are not eliminated.

We use the equity method to report corporate joint ventures, partnerships, and affiliated company investments
when we can demonstrate the ability to exercise significant influence over the operating and financial policies of an
investee company. Equity method investments appear on a single line item on the balance sheet and net income
(loss) from the entity is reflected in Other Income on the income statements.

The equity investments at December 31, 2007 were:

Investee % Owned
Carboelectrica Sabinas, S. de R.L.de C.V. 50.0%
Haddington Energy Partners |1, LP 31.6%
Valley Ventures lll, LP 15.0%
Inncom International, Inc. 16.7%
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UNISOURCE ENERGY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)
|

USE OF ACCOUNTING ESTIMATES

We make estimates and assumptions to prepare financial statements under accounting principles generally
accepted in the U.S. (GAAP). These estimates and assumptions affect:
f- A portion of the reported amounts of assets and liabilities at the dates of the financial statements;
= Qur disclosures about contingent assets and liabilities at the dates of the financial statements; and
" A portion of revenues and expenses reported during the periods.

Because these estimates involve judgments, the actual amounts may differ from the estimates.
ACCOUNTING FOR RATE REGULATION

The, Arizona Corporation Commission (ACC) and the Federal Energy Regulatory Commission (FERC) regulate
portlons of TEP's, UNS Gas' and UNS Electric’s utility accounting practices and rates. The ACC authorizes certain
rates charged to retail customers, the issuance of securities, and transactions with affiliated parties. The FERC
regulates TEP’s and UNS Electric’s rates for wholesale power sales and transmission services.

We apply the provisions of Statement of Financial Accounting Standards No. 71, Accounting for the Effects of
Certafn Types of Reguiation (FAS 71) to the transmission and distribution portion of our business. In accordance
W|th FAS 71, regulatory assets and liabilities are recorded in the consolidated balance sheets. Regulatory assets
are Fhe deferral of costs expected to be recovered in future customer rates and regulatory liabilities represent
current recovery of expected future costs.

The; conditions a regulated company must satisfy to apply the accounting policies and practices of FAS 71 include:

1
i- An independent regulator sets rates;

» The regulator sets the rates to recover the specific enterprise’s costs of providing service; and

's  The service territory lacks competitive pressures to reduce rates below the rates set by the regulator.

We evaluate our regulatory assets each period and believe recovery of these is probable. We have received or
reqLIJested return on certain regulatory assets for which we are currently recovering or seeking recovery through
rates If we were required to terminate application of FAS 71 for all of our regulated aperations, we would have to
record an extraordinary gain (loss) in the income statement to remove all of the regulatory assets and liabilities in
the balance sheet at that time. See Note 2.

CASH AND CASH EQUIVALENTS

We Ideﬁne Cash and Cash Equivalents as cash {(unrestricted demand deposits} and all highly liquid investments
purchased with an original maturity of three months or less.

|
RESTRICTED CASH

Restncted cash represents cash deposits that have withdrawal restrictions, or are set aside for a specific use and
not available for general current operations. Cash deposits that are restricted for a period of less than one year, or
thatlare restricted as to use but are available to meet specific current operational requirements, are classified on
the balance sheet as Other Current Assets. Balances that are restricted as to withdrawal for more than one year
or are designated for a purpose other than current operations are classified on the batance sheet as Investments
and;Other Property, Other. Restricted cash includes cash on deposit in support of our self-insured medical and
worker s compensation plans, amounts on deposit for credit enhancement with counterparties and deposits to
meet contractual and regulatory requirements. The corresponding cash receipts and payments are reflected in the
statement of cash flows as investing activities.

;
|
UTILITY PLANT

TER, UNS Gas and UNS Electric report utility plant at cost. Costs included in utility plant are:
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+ Material and labor,

o Contractor services,

+ Construction overhead (where applicable), and

» An Allowance for Funds Used During Construction {AFUDC) or capitalized interest during construction.

TEP, UNS Gas and UNS Electric charge the cost of repairs and minor replacements to the appropriate operating
expense accounts. Costs to replace major units of property are included in utility plant. The cost of planned major
maintenance activities, including scheduled overhauls at TEP's generation plants, is recorded as the costs are
actually incurred. Replacement of capital equipment included in plant maintenance activities is capitalized to utility
plant. All other plant maintenance costs are expensed as incurred.

When a unit of requlated property is retired the original cost less any salvage value is credited or charged to
accumulated depreciation. Interim retirements of unregulated generation plant, together with the cost of removal
less salvage, are charged to accumulated depreciation. Gains and losses resulting from the final retirement of
unregulated properties are credited or charged to the income statement and the corresponding cost and
accumulated depreciation is removed from the balance sheet.

AFUDC and Capitalized Interest

In accordance with the uniform system of accounts prescribed by regulatory authorities, AFUDC, which reflects the
net cost of borrowed or other funds used during construction, is capitalized as part of the cost of regulated utility
plant. The interest capitalized that relates to debt reduces Other Interest Expense on the income statement. The
interest capitalized that relates to equity funds is recorded as Other Income.

The interest capitalized for TEP's unregulated generation-related construction projects is included as a reduction of
Other Interest Expense.

TEP
2007 2006 2005

AFUDC on regulated T&D construction

expenditures 10.05% 8.59% 8.20%

AFUDC - Debt (in miillions) $2 1 $1

AFUDC - Equity (in millions) $1 $1 $1

Average capitalized interest rate on

unregulated generation-related

construction expenditures 5.73% 5.72% 4.78%

Capitalized interest {in millions) $1 $3 $3

UNS Gas
2007 2006 2005
AFUDC on regulated construction
expenditures 8.12% 8.29% 7.83%
AFUDC - Debt (in millions) $0.3 $0.1 $0.2
AFUDC - Equity (in millions) $0.3 $0.1 $0.2
UNS Electric
2007 2006 2005

AFUDC on regulated construction
expenditures 13.51% 10.93% 9.03%
AFUDC - Debt (in millions) $0.7 $0.6 $0.2
AFUDC - Equity (in millions) $0.4 $0.5 $0.2
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Dep‘reciation

TER, UNS Gas and UNS Electric compute depreciation for owned utility plant on a straight-line basis at rates
based on the economic lives of the assets. See Note 6. The ACC approves depreciation rates for all utility plant
excgpt TEP's deregulated generation assets. The depreciable lives for TEP's derequlated generation plant are
based on remaining useful lives. The depreciable lives for TEP's regulated transmission, distribution, general and
mtapglble plant are based on average useful lives and reflect estimated removal costs, net of estimated salvage
value for interim retirements. We have summarized the average annual depreciaticn rates for all utility ptants

|
below.

; Year TEP UNS Gas UNS Electric

! 2007 3.35% 3.28% 4.60%

. 2006 3.21% 3.05% 4.52%
2005 3.45% 2.93% 4.04%

Corflputer Software Costs

|
TER, UNS Gas and UNS Electric capitalize costs incurred to purchase computer scftware and amortize those
costs over the estimated economic life of the product. If the software is no longer useful, we immediately charge
capitalized computer software costs to expense. TEP amortized capitalized computer software costs of $9 million
in 2007, $7 million in 2006, and $8 million in 2005.

TEP' Utility Plant under Capital Leases
TEFJ’ financed the following generaticn assets with capital leases:
|
' «Springerville Common Facilities,
| #Springerville Unit 1,
+ eSpringerville Coal Handling Facilities, and
{ «Sundt Unit 4.

The| following table shows the amount of lease expense incurred for TEP’s generation-related capital feases. The
lease terms are described in TEP Capital Lease Obligations in Note 7.

’ Years Ended December 31,
i 2007 2006 2005
|

-Millions of Dollars-
Lease Expense:

Interest Expense on Capital Leases $ 64 $ 72 $ 79
Amortization of Capital Lease Assets — Included in:
. Operating Expenses - Fue! 4 4 5
i Operating Expenses — Depreciation and Amortization 21 22 23
; Total Lease Expense $ 89 $ 98 $107
|

ASS‘ET RETIREMENT OBLIGATIONS

Statlement of Financial Accounting Standards No. 143, Accounting for Asset Retirement Obligations (FAS 143)
reqwres entities to record the estimated present value of a liability for a legal obligation to retire an asset in the
futu[e FASB Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations (FIN 47), requires
entltles to record the estimated present value of a liability for a legal obligation to perform asset retirement activity
even if the timing and (or) method of settiement depends on a future event that may or may not be within the
control of the entity.

TER records a liability for the estimated present value of a conditional asset retirement obligation related to its
unregulated generation assets as follows:
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+ whenitis able to reasonably estimate the fair value of any future obligation to retire as a result of an
existing or enacted law, statute, ordinance or contract; or
o if it can reasonably estimate the fair value.

When the liability is initially recorded at net present value, TEP capitalizes the cost by increasing the carrying
amount of the related long-lived asset. Over time, TEP adjusts the liability to its present value by recognizing
accretion expense as an operating expense each period, and the capitalized cost is depreciated over the useful life
of the related asset. Upon retirement of the asset, TEP either settles the obligation for its recorded amount or
incurs a gain or loss if the actual costs differ from the recorded amount.

TEP, UNS Gas and UNS Electric continue to record cost of removal for their regulated transmission and
distribution assets through depreciation rates and recover those amounts in rates charged to their customers.
There are no legal obligations associated with these assets. TEP, UNS Gas and UNS Electric have recorded their
obligation for estimated costs of removal as regulatory liabilities for their regutated transmission and distribution
property. See Note 2,

Cumulative Effect of Accounting Change

tn 2005, TEP implemented FIN 47. The implementation of FIN 47 required TEP to update an existing inventory,
originally created for the implementation of FAS 143, and to determine which, if any, of the conditional asset
retirement obligations could be reasonably estimated. Upon implementation of FIN 47, TEP recorded an asset
retirerent obligation of $16 million at its net present value of $3 million, increased depreciable assets by an
immaterial amount for asset retirement costs and recognized the cumulative effect of accounting change as a loss
of less than $1 million after tax.

EVALUATION OF ASSETS FOR IMPAIRMENT

TEP, UNS Gas and UNS Electric evaluate their Utility Plant and other long-lived assets for impairment whenever
events or circumstances indicate that the value of the assets may be impaired. If the fair value of the asset,
determined based on the undiscounted expected future cash flows, is less than the carrying value of the asset, an
impairment charge would be recorded.

Millennium evaluates its investments for impairment at the end of each quarter. If the decline in fair value is
judged 1o be other-than-temporary, an impairment loss would be recorded.

INVESTMENTS IN LEASE DEBT

TEP's investments in lease debt are considered to be held-to-maturity investments because TEP has the ability
and intent to hold until maturity. TEP records these investments at amortized costs and recognizes interest
income. TEP presents these investments in Investments in Lease Debt on the balance sheet and classifies them
as investing activities on its cash flow statements.

AMORTIZATION OF DEBT ISSUANCE COSTS

We defer costs related to the issuance of debt and amortize on a straight-line basis over the life of the debt. These
costs include underwriters’ commissions, discounts or premiums, and other costs such as legal, accounting and
regulatory fees and printing costs.

TEP and UNS recognize gains and losses on reacquired debt, including unamortized debt issuance costs,
associated with their unregulated operations, as incurred. TEP, UNS Gas and UNS Electric defer and amortize
the gains and losses on reacquired debt associated with their regulated operations to interest expense over the
remaining life of the original debt.
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r
UTILITY OPERATING REVENUES

TEPI UNS Gas and UNS Electric record utility operating revenues when services are provided ot commodities are
dellvered to customers. Operating revenues include unbilled revenues which are earned {service has been
prowded) but not billed by the end of an accounting period.

Amounts delivered are determined through systematic monthly readings of customer meters. At the end of the
month the usage since the last meter reading is estimated and the corresponding unbilled revenue is calculated.
Unbllled revenue is calculated based on daily generation or purchased volumes, estimated customer usage by
class estimated line losses and estimated average customer rates. Accrued unbilled revenues are reversed the
foflowmg month when actual billings occur. The accuracy of the unbilled revenue estimate is affected by factors
thatlinclude fluctuations in energy demands, weather, line losses, and changes in the composition of customer
classes.
|

TEP revenue and purchase power costs from settied energy contracts that are not physically delivered are
reported on a net basis in Electric Wholesale Sales. The corresponding cash receipts and payments are recorded
in tqe statement of cash flows as Cash Receipts from Electric Wholesale Sales and Purchased Energy Costs Paid,
respectively.

We record an Allowance for Doubtful Accounts to reduce accounts receivable for revenue amounts that are
estlmated to be uncollectible. TEP, UNS Gas and UNS Electric establish an allowance for doubtful accounts
based on historical collection experience and any specific customer collection issues that are identified. TEP's
Allowance for Doubtful Accounts was $16 million at December 31, 2007 and at December 31, 2006. UNS Gas
andIUNS Electric’s combined Allowance for Doubtful Accounts was $2 million at December 31, 2007 and less than
$1 million at December 31, 2006.

FUEL AND PURCHASED ENERGY COSTS

TEP

|

I
TEP records fuel inventory, primarily coal, at weighted average cost. TEP uses full absorption costing, under
which, all handling and procurement costs are included in the cost of the inventory. Examples of these costs
mclude direct material, direct labor, overhead costs and transportation costs. See Purchase and Transportation
Commitments in Note 5 to the financial statements, below.

UNS Gas

UNS Gas defers differences between gas purchase costs and the recovery of such costs in revenues under a
Purchased Gas Adjustor (PGA) mechanism. The PGA mechanism addresses the volatility of natural gas prices
andjallows UNS Gas to recover its commodity costs through a price adjustor. UNS Gas may change the PGA
charge monthly based on an ACC approved mechanism that compares the twelve-month rolling average gas cost
to the base cost of gas, subject to limitations on how much the price per therm may change in a twelve-month
penod The difference between the actual cost of UNS Gas’ gas supplies and transportation contracts and that
currently allowed by the ACC is deferred and recovered or repaid through the PGA mechanism. When under or
over recovery trigger points are met, UNS Gas may request a PGA surcharge or surcredit with the goal of

colléctmg or returning the amount deferred from or to customers over a twelve-month period. See Note 2.

I
UNS Electric

UNS Electric defers differences between purchased energy costs and the recovery of such costs in revenues.
Future billings are adjusted for such deferrals through the use of a Purchased Power and Fuel Adjustment Clause
(PPFAC) approved by the ACC. The PPFAC allows for a revenue surcharge or surcredit (that adjusts the
cusfomer’s base rate for delivered purchased power) to collect or return under- or over- recavery of costs.

INCOME TAXES

GAAP requires us to report some of our assets and liabilities differently for our financial statements than we do for
incame tax purposes. We reflect the tax effects of these differences as deferred income tax assets or liabilities in
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our balance sheets. We measure these deferred tax assets and liabilities using current income tax rates. Federal
and state income tax credits are accounted for as a reduction of income tax expense in the year in which the credit
arises.

GAAP requires that regulated enterprises that apply FAS 71 record a deferred income tax liability for tax benefits
that are flowed through to a customer when temporary differences arise. A regulatory asset is established for the
future increases in taxes payable and is recovered from customers through future rates as temporary differences
reverse. TEP became fully normaiized in 1990 and temporary differences, arising after that point in time, do not
flow through to ratepayers. The balance in the regulatory asset for Income Taxes Recoverable Through Future
Revenues relates to flow through years prior to 1990. See Note 2.

We allocate income taxes to the subsidiaries based on their taxable income and deductions as reported in the
consclidated tax return filings.

UniSource Energy and TEP record interest on unrecognized tax benefits or liabilities as either Interest Income or
Interest Expense in the income statements. No penalties were incurred.

TAXES OTHER THAN INCOME TAXES

TEP, UNS Gas and UNS Electric act as conduits or collection agents for excise tax (sales tax) as weli as franchise
fees and regulatory assessments. They record liabilities payable to governmental agencies when they charge
their customers for these amounts. Neither the amounts charged nor payable are reflected in the income
statement.

EMISSION ALLOWANCES

The Environmental Protection Agency (EPA) issues emission allowances to qualifying utilities based on past
operational history. Each allowance permits emission of one ton of sulfur dioxide (SO,) in its vintage year or a
subsequent year. TEP receives an allotment of these allowances annually, but UNS Electric does not receive any
since it has no coal-fired generation. When issued from the EPA, these allowances have no book value for
accounting purposes but may be sold if TEP does not need them for operations. TEP also may purchase
additional allowances if needed. The gains from sales of excess allowances are reflected as a reduction of Other
Operations and Maintenance expense on the income statement when title passes.

DERIVATIVE FINANCIAL INSTRUMENTS

TEP, UNS Gas and UNS Electric use derivative financial instruments including forward power sales and purchases
and gas swaps to manage exposure to energy price risk.

On the date the company enters into a derivative contract, we apply one of the following accounting treatments:

s Cash Flow Hedges are used to hedge the changes in cash flows that are to be received or paid in
connection with future purchases or sales. These contracts include gas swap agreements and forward
power contracts to hedge the cash flow risk associated with TEP's summer load requirements and its
forecasted excess generation. The effective portion of the changes in the market prices of cash flow
hedges are recorded as unrealized gains and losses in Other Comprehensive income and the ineffective
portion is recognized in earnings.

s Mark-to-Market transactions include (1) non-trading hedges that did not qualify for cash flow hedge
accounting treatment or did not qualify for normal scope exception or (2) trading derivatives which are
contracts entered into to reduce our exposure to energy and commodity prices. These contracts are
subject to specified risk parameters established and monitored by UniSource Energy’s Risk Management
Committee. Unrealized gains and losses resulting from changes in the market prices of mark-to-market
transactions are recorded on the same ling in the income statement as the hedged transaction.

« Normal Purchase and Sale transactions are derivative contracts entered into to support the current load
forecast and entered into with a counterparty with load serving requirements or generating capacity.
These contracts are not required to be marked-to-market and are accounted for on an accrual basis.
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We formally assess, both at the hedge’'s inception and on an ongoing basis, whether the derivatives that are used
in hedglng transactions have been highly effective in offsetting changes in the cash flows of hedged items and
whether those derivatives may be expected to remain highly effective in future periods. We discontinue hedge
accountlng when: (1) the derivative is no longer effective in offsetting changes in the fair value or cash flows of a
hedged item; (2) the derivative expires or is sold, terminated, or exercised; (3} it is no longer probable that the
forecasted transaction will occur; or (4) we determine that designating the derivative as a hedging instrument is no
longer appropriate. In all situations in which hedge accounting is discontinued and the derivative remains
outsltandlng, we will carry the derivative at its fair value on the balance sheet, recognizing changes in the fair value
in current—penod earnings. In order to determine the correct balance sheet classification of derivative instruments
that 'extend beyond one year, we bifurcate all derivatives into their current and long-term portions.

In December 2006, the ACC granted UNS Electric an accounting order to record the: unrealized gains and losses
as a} regulatory asset or a regulatory liability rather than as a component of OC| or in the income statement. As
these contracts settle, the actual costs of the power purchased are charged to the PPFAC.

TEP, entered into an interest rate swap to reduce the cash flow risk associated with unfavorable changes in the
vanabte interest rate on the Springerville Common Lease. Changes in the market price of the interest rate swap
are recorded in Other Comprehensive Income.

MEG entered intc swap agreements, options and forward contracts relating to Emission Allowances. MEG records
these derivative instruments at fair value with changes in market prices recorded in sarnings. All of MEG's
forward contracts were settied in December 2007.

Although TEP's and MEG's gains and lesses an trading activities are recorded on a niet basis in the income
statement, we report the related cash receipts and cash payments separately in the statement of cash flows.

See|Note 4.

SHARE-BASED COMPENSATION

Eﬁectwe January 1, 2005, we prospectively adopted Statement of Financial Accounting Standards No. 123(R),
Share Based Payment (FAS 123(R}). Before January 1, 2005, we accounted for our share-based compensation
under the principles of APB Opinion No. 25, Accounting for Stock Issued to Employees (APB 25), and related
mterpretatlons and applied the disclosure only guidance in Financial Accounting Standards No. 123, Accounting
for Stock Based Compensation. Our share-based compensation plans are described more fully in Note 12.

Our stock options were granted with an exercise price equal to the market value of the stock at the date of the
gran't Accordingly, before January 1, 2005, under the provisions of APB 25, no compensation expense was
reco!rded for these awards. However, compensation expense was recognized for restricted stock, stock unit and
performance share awards over the performance/vesting period. Beginning January 1, 2005, under the provisions
of FAS 123(R), we began recognizing compensation expense over the vesting period for the fair value of the new
stock options granted.

NEW ACCOUNTING STANDARDS

+ SEC Staff Accounting Bulletin (SAB No. 110}, issued December 2007, expresses the views of the SEC
regarding the use of a simplified method in developing an estimate of expected term for “plain vanilla”
share options in accordance with FAS Statement No. 123 (revised 2004). The SEC Staff believes that it
may be appropriate to use the simplified method in the following circumstances: (1} there is insufficient
historical data to use as a basis for measuring expected term, or (2) there have been significant changes
to the terms of its share option grants or the types of employees that receive share option grants, or (3)
there have been significant structural changes to the company. The guidance is applicable to share
option grants after December 31, 2007, and we are assessing whether it is appropriate for us to use the
simplified method for future share option grants.

¢ FAS 160, Accounting and Reporting of Noncontroliing Interests in Consolidated Financial Statements,
issued December 2007, will change the accounting and reporting for minority interests, requiring such
amounts to be classified as a component of equity, and will also change the accounting for transactions
with minority-interest holders. The standard will be applicable for fiscal years beginning on or after
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December 15, 2008 on a prospective basis. Early adoption is prohibited and business combinations with
acquisition dates prior to the effective date will not be adjusted upon application. We do not expect this
pronouncement to have a material impact on our financial statements.

o FAS 141(R) Business Combinations - a replacement of FAS No. 141, issued December 2007, requires
companies to record acquisitions at fair value. FAS 141(R) changes the definition of a business and a
business combination and is generally expected to increase the number of transactions that will need to be
accounted for at fair value. The standard will be applicable for fiscal years beginning on or after December
15, 2008 and generally on a prospective basis. Early adoption is prohibited and business combinations
with acquisition dates prior to the effective date will not be adjusted upon application. We do not expect
this pronouncement to have a material impact on our financial statements.

» FSP FASB Interpretation (FIN) 39-1, issued April 2007, allows entities that are party to a master netting
arrangement to offset the receivable or payable recognized upon payment or receipt of cash collateral
against fair value amounts recognized for derivative instruments that have been offset under the same
master netting arrangement. Upon adoption of FSP FIN 39-1, an entity is required to make an accounting
policy decision to offset or not offset fair value amounts recognized for derivative instruments under master
netting arrangements. FSP FIN 39-1 became effective January 1, 2008. We will continue to present cash
collateral and derivatives assets and liabilities separately in our financial statements.

o FAS 159, The Fair Value Option for Financial Assets and Financial Liabilities, issued February 2007,
provides companies with the option of measuring certain financial assets and liabilities and other items at
fair value with changes in fair value recognized in earnings as those changes occur. FAS 159 also
establishes disclosure requirements that include displaying the fair value of those assets and liabilities for
which the entity elects the fair value option on the face of the balance sheet and providing management’s
reasons for electing the fair value option for each item. We have not elected fair value accounting for any
of our eligible financial instruments.

o FAS 157, Fair Value Measurement, issued September 20086, defines fair value, establishes a framework
for measuring fair value, and expands disclosures about fair value measurements. FAS 157 clarifies that
the exchange price is the price in the principal market in which the reporting entity would transact for the
asset or liability. The implementation of FAS 157 on January 1, 2008 had no impact on our financial
statements. We will begin disclosing inputs to develop fair value measurements and the effect of any of
our assumptions on earnings or net assets for the quarter ending March 31, 2008.

e The Pension Protection Act of 2006 (Pension Act) became effective January 1, 2008. The new law affects
the manner in which many companies, including UniSource Energy, administer their pension plans. The
Pension Act resulted in no additional funding requirements for TEP, UNS Gas or UNS Electric.

RECLASSIFICATIONS
To be comparable with the 2007 presentation, we reclassified, from Purchased Energy to Electric Wholesale
Sales, $9 million of purchase power costs in 2006 relating to settled energy contracts that were not physically

delivered. This reclassification had no effect on Net Income. No reclassification was made to the 2005 reported
amounts.

NOTE 2. REGULATORY MATTERS

TEP RATES AND REGULATION

Upon approval of the TEP Settiement Agreement in 1999, TEP discontinued regulatory accounting under FAS 71
for its generation operations. TEP continues to report its transmission and distribution operations under FAS 71.
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TEP Settlement Agreement

In 1999, the ACC approved the Rules for the introduction of retail electric competition in Arizona, as well as the
Settlement Agreement between TEP and certain customer groups related to the implementation of retail electric
com;petition in Arizona.

' The Rules and the Settlement Agreement established:

¢ aperiod from November 1999 through 2008 for TEP to transition its generation assets from a cost of

. service based rate structure to a market, or competitive, rate structure;

» the recovery through rates during the transition period of $450 million of stranded generation costs through
' afixed competitive transition charge (Fixed CTC);

s capped rates for TEP retail customers through 2008,

an ACC interim review of TEP retail rates in 2004;

s unbundling of electric services with separate rates or prices for generation, transmission, distribution,

| metering, meter reading, billing and collection, and ancillary services;

» aprocess for ESPs to become licensed by the ACC to sell generation services at market prices to TEP
| retail customers;

» access for TEP retail customers to buy market priced generation services from ESPs beginning in 2000
‘ (currently, no TEP customers are purchasing generation services from ESPs); and

L transmission and distribution services would remain subject to regulation on a cost of service basis.

We belleve that the Settlement Agreement provides that the price TEP charges its retail customers for generation
be market-based and its retail customers should begin paying the market rate for generation services beginning on
January 1, 2009,

In JlIJne 2004, as required by the Settlement Agreement, TEP filed general rate case information with the ACC.
Whlle TEP's filing did not propose any change in retail rates, the filing, with a test year ended December 31, 2003,
showed that TEP was experiencing a revenue deficiency of $111 million, reflecting the need for an increase in
retail rates of 16%.

TEP, Rate Proposal Filing
In April 20086, the ACC ordered that a procedure be established to allow for a review of:

¢ the TEP Settlement Agreement and its effect on how TEP's rates for generation services will be
determined after Decernber 31, 2008,

» TEP's proposed amendments to the TEP Settlement Agreement; and

e Demand-Side Management (DSM), Renewable Energy Standards Tariffs (REST), and Time of use Tariffs
(TOU).

in July 2007, as required by the ACC, TEP filed the following rate proposal methodologies to establish new retail
rates for TEP beginning in January 2008:

(1) Market-based generation and cost of service for transmission and distribution, showing a revenue

' deficiency of $172 million, reflecting an overall increase of approximately 22% over current retail rates.

(2) Cost-of-service for generation, transmission and distribution showing a revenue deficiency of $181 million,

. reflecting an overall increase of approximately 23% over current retail rates.

(3) Hybrid methodology with cost of service for generation, transmission and distribution. However, certain

| generation assets would be excluded from cost of service, showing a revenue deficiency of $117 million,
reflecting an overall increase of approximately 15% over current retail rates.

Based on the TEP Settlement Agreement, TEP believes it is entitied to charge market-based generation service
ratesI starting in 2009,

The ACC ordered that the Rate Case hearing for TEP start in May 2008.
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Transition Recovery Asset

TEP’s Transition Recovery Asset consists of generation-related regulatory assets and a portion of TEP's
generation plant asset costs. Transition costs being recovered through the Fixed CTC include: (1) the Transition
Recovery Regulatory Asset; (2) a small portion of generation-related plant assets included in Plant in Service on
the balance sheet; and (3) excess capacity deferrals related to operating and capital costs associated with
Springerville Unit 2 which were amortized as an off-balance sheet regulatory asset through 2003. These transition
costs were amortized as follows:

Years Ended December 31,
2007 2006 2005

-Millions of Dollars-
Amortization of Transition Costs Being Recovered through the Fixed CTC:
Transition Costs Being Recovered through the Fixed CTC, beginning of year $ 112 5185 $ 247
Amortization of Transition Recovery Asset Recorded on the Income Statement (78) {(66) {56)
Amortization of Generation-Related Plant Assets (8) (7) {6)

Transition Costs Being Recovered through the Fixed CTC, end of year $ 26 $ 112 $ 185

TEP amortized the portion of the Transition Recovery Regulatory Asset that is recorded on the balance sheet as
follows:

Years Ended December 31,
2007 2006 2005

-Millions of Dollars-

Transition Recovery Regulatory Asset, beginning of year $102 $168 $224
Amortization of Transition Recovery Asset Recorded on the Income Statement (78) (66) {56)
Transition Recovery Regulatory Asset, end of year $ 24 $102 $ 168

The remaining transition costs being recovered through the Fixed CTC differ from the Transition Recovery Asset
recorded on the balance sheet as follows:

December 31,

2007 2006
-Millions of Dollars-
Transition Costs Being Recovered through the Fixed CTC, end of year $ 26 $ 112
Unamortized Generation-Related Plant Assets {2) (10}
Transition Recovery Asset, end of year $ 24 $ 102

TEP will amortize the remaining Transition Recovery Asset balance as costs are recovered through rates until TEP
has recovered $450 million of transition costs. It is expected that by May 31, 2008, the TRA will be amortized to
Zero.

In May 2007, the ACC ordered that TEP's current Standard Offer rates shall remain at their current level, including
continued collection of the Fixed Competition Transition Charge (Fixed CTC) ($0.009 per kWh), until the effective
date of a final order in the rate proposat proceeding. The incremental income collected as a result of retaining the
“true up” revenue after it would otherwise terminate shall accrue interest and shall be recorded as deferred
revenue. The treatment of the deferred revenue will be determined when the TEP rate case is finalized.

Other Regulatory Assets and Liabilities

In addition to the Transition Recovery Asset related to TEP's generation assets, TEP recovers the following
regulatory assets and liabilities through TEP’s transmission and distribution businesses:
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|

December 31,
2007 2006

-Millions of Dollars-

Current Regulatory Assets

Property Tax Deferrals $ 9 $ 9

Self-Insured Medical Deferrals 1 1
Total Current Regulatory Assets 10 10
Income Taxes Recoverable through Future Revenues 30 35
Other Regulatory Assets

Pensmn Asset related to Regulated T&D 15 32

Deregulatlon Costs 13 13

Rate Case Costs 1 -

Unamortized Loss on Reacquired Debt related to Regulated T&D 6 7
Total Other Regulatory Assets $ 35 $ 52
Other Regulatory Liabilities

Net Cost of Removal for Interim Retirements related to Regulated T&D $ 87 $ 80

Regtljlatory assets are either being collected in rates or are expected to be collected through rates in a future
periclnd, as described below:

[ ]
|
|

Property Tax, Self-Insured Medical Deferrals are recorded based on historical ratemaking treatment
allowing TEP to recover property taxes and self-insured medical costs. While these assets do not earmn a
return, they are fully recovered in rates over an approximate one-year period.

Income Taxes Recoverable Through Future Revenues, while not included in rate base, are amortized over
the life of the assets and included in the ratemaking calculation of income tax.

Pension Assets were recorded in 2006. Based on past regulatory actions, TEP expects to recover in rates
the transmission and distribution portion of the underfunded Salaried and Union pension plans. TEP does
not earn a return on these costs.

Deregulation costs were incurred to comply with various ACC deregulation orders. TEP received ACC
approval to defer these costs. The recovery period will be determined in TEP's next rate case. TEP does
not earn a return on these costs.

TEP has requested recovery of costs associated with its 2007 rate case filing, Historically, the ACC has
allowed recovery of rate case costs. The recovery period will be determined when the ACC rules on
TEP's rate case in 2008. TEP does not earn a return on these costs.

Unamortized Loss on Reacquired Debt Costs related to TEP's regulated business is, in accordance with
FERC guidelines, amortized over the remaining life of the related debt instruments. While the asset is not
included in rate base, the amortization, over a period of 21 years, is included in the ratemaking calculation
of the cost of debt. TEP does not earn a return on these costs.

Regulatory liabilities represent items that TEP expects to pay to customers through billing reductions in future
penods or use for the purpose for which they were collected from customers, as described below:

Net cost of Removal for Interim Retirements represents an estimate of the cost of future asset retirement
obligations net of salvage value. These are amounts collected through revenue for the net cost of removal
of interim retirements for transmission, distribution, general and intangible plant which are not yet
expended.

Income Statement Impact of Applying FAS 71

The aiamortization of TEP's regulatory assets affected TEP’s income statements as follows:

1

-70-




UNISOURCE ENERGY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

Years Ended December 31,
2007 2006 2005
-Millions of Dollars-

Operating Expenses

Amortization of Transition Recovery Reguiated Asset $ 78 $ 66 $ 56

Depreciation related to Net Cost of Removal for Interim

Retirements 7 5 7

Interest Expense

Long-Term Debt 1 1 2

Income Taxes 5 5 5
Total $ 91 $ 77 $ 70

If TEP had not applied FAS 71 in these years, the above amounts would have been reflected in the income
statements in prior periods.

Future Implications of Discontinuing Application of FAS 71

TEP continues to apply FAS 71 to its regulated operations, which include the transmission and distribution portions
of its business. TEP regularly assesses whether it can continue to apply FAS 71 to these operations. If TEP
stopped applying FAS 71 to its remaining regulated operations, it would write-off the related balances of its
regulatory assets as an expense and its regulatory liabilities as income on the income statement. Based on the
regulatory asset balances, net of regulatory liabilities, at December 31, 2007, if TEP had stopped applying FAS 71
to its remaining regulated operations, TEP would have recorded an extraordinary after-tax loss of approximately $6
million. While future regulatory orders and market conditions may affect cash flows, TEP’s cash flows would not
be affected if TEP stopped applying FAS 71.

UNS GAS RATES AND REGULATION
2007 Rate Order

In November 2007, the ACC issued a final order in the UNS Gas rate case, approving a $5 million, or 4% base
rate increase. New rates went into effect in December 2007, UNS Gas had requested a $9 miillion, or 7% base
rate increase to recover the costs related to serving its growing customer base. UNS Gas also received
modifications to its PGA mechanism to help address problems posed by volatile gas prices, as discussed below.

As a result of the order allowing $0.3 million of rate case costs, UNS Gas expensed $0.6 million of deferred costs
in October 2007.

Energy Cost Adiustment Mechanism

UNS Gas’ retail rates include a PGA mechanism intended to address the volatility of natural gas prices and allow
UNS Gas to recover its actual commodity costs, including transportation, through a price adjustor. All purchased
gas commodity costs, including transportation, increase the PGA bank, a balancing account. UNS Gas recovers
these costs or returns amounts over-collected from/to ratepayers through a PGA mechanism. The PGA
mechanism includes the following two compeonents:

(1) The PGA factor, computed monthly, is a mechanism that compares the twelve-month rolling weighted
average gas cost to the base cost of gas, and automatically adjusts monthly, subject to limitations on how
much the price per therm may change in a twelve month period. Effective December 2007, the ACC
Order increased the annual cap on the maximum increase in the PGA factor from $0.10 per therm to $0.15
per therm in a twelve month period.

(2) At any time UNS Gas' PGA bank balance is under-recovered, UNS Gas may request a PGA surcharge
with the goal of collecting the amount deferred from customers over a period deemed appropriate by the
ACC. When the PGA bank balance reaches an over-collected balance of $10 million on a billed basis,

-71-




UNISOURCE ENERGY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

UNS Gas is required to request a PGA surcredit with the goal of returning the over-collected balance to
customers over a period deemed appropriate by the ACC. Prior to December 2007 the designated under-
i or over-recovery trigger points were $6.2 million and $4.5 million, respectively.

The;PGA surcharges in 2006 ranged between $0.05 cents per therm and $0.35 cents per therm. In 2007, the
surcharge was $0.05 cents per therm through April 2007. In September 2007, the ACC approved a $0.04 cent per
therm PGA credit, effective October 2007 through April 2008.

Bas%d on current projections of gas prices, UNS Gas believes that the surcredit amount will still allow it to timely
recover its gas costs. However, changes in the market price for gas, sales volumes and surcharge amount could
significantly change the PGA bank balance in the future.

|

The |following table shows the balance of over-recovered purchased gas costs:
|
' December 31,
' 2007 2006

-Millions of Dollars-

(Over) Recovered Purchased Gas Costs — Regulatory Basis as

i Billed to Customers $ () $ (2)
' Estimated Purchased Gas Costs Recovered through Accrued

Unbilled Revenues (10) (9)
| (Over) Recovered Purchased Gas Costs (PGA) Included as
' a Current Liability $(13) $(11)

20!‘.18l General Rate Case Filing

In February 2008, UNS Gas filed a general rate case (on a cost of service basis) with the ACC requesting a total

increase of 7% to cover a revenue defi iciency of $10 million.
I

Other Regulatory Assets and Liabilities

In addition to the Under(Over) Recovered Purchased Power Costs, UNS Gas has the fallowing Regulatory Assets
and Liabilities:

December 31,

2007 2006
-Millions of Dollars-

1

Other Regulatory Assets

Pens:on Assets $ 1 $ 1

Other Regulatory Assets 1 1
Total Other Regulatory Assets 2 2
Other Regulatory Liahilities

Net Cost of Removal for Interim Retirements $ 17 $ 4

Regulatory assets are either being collected in rates or are expected to be collected through rates in a future
period, as described below:

‘ Pension Assets were recorded based on past regulatory actions. UNS Gas axpects to recover in rates the
1 UNS Gas portion of the underfunded pension plan for UNS Gas employees. UNS Gas does not earn a
+ return on these costs.
» Other Regulatory assets relate primarily to rate case costs and its low income assistance program. The
' rate case deferrals were authorized by the ACC and are included in rate base and consequently earn a
+ return. The recovery period is 3 years.

Reguiatory liabilities represent items that UNS Gas expects to pay to customers through billing reductions in future
penods or use for the purpose for which they were collected from customers, as described beiow:
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* Net cost of Removal for interim Retirements represents an estimate of the cost of future asset retirement
obligations. These are amounts collected through revenue for the net cost of removal of interim
retirements for which removal costs have not yet been expended. In December 2007, to comply with the
November 2007 ACC final order, UNS Gas reclassified $12 million of Net cost of Removal for Interim
Retirements from Accumulated Depreciation to Regulatory Liability.

Income Statement Impact of Applying FAS 71

If UNS Gas had not applied FAS 71, net income would have been $9 million higher in 2007 and $11 million higher
in 2006 as UNS Gas would have been able to recognize over-recovered gas costs as a credit to the income
statement rather than record a regulatory liability. in 2005, net income would have been $2 million lower had UNS
Gas not been able to defer under-recovered gas costs as a regulatory asset.

Future Implications of Discontinuing Application of FAS 71

UNS Gas regulatory liabilities exceeded its regulatory assets by $29 million at December 31, 2007 and $13 million
at December 31, 2006. UNS Gas regularly assesses whether it can continue to apply FAS 71. If UNS Gas
stopped applying FAS 71 to its regulated operations, UNS Gas would write-off the related balance of its regulatory
assets as an expense and write-off its regulatory liabilities as income on the income statement. Based on the
regulatory asset and liability balances, if UNS Gas had stopped applying FAS 71 fo its regulated operations, UNS
Gas would have recorded an extraordinary after-tax gain of $17 million at December 31, 2007. Discontinuing
application of FAS 71 would not affect UNS Gas cash flows.

UNS ELECTRIC RATES AND REGULATION

Energy Cost Adjustment Mechanism

UNS Electric's retail rates include a PPFAC, which allows for a separate surcharge or surcredit to the base rate for
delivered purchased power to collect or return under- or over-recovery of costs. The ACC approved a PPFAC
surcharge of $0.01825 per kWh to recover transmission costs and the cost of the current full-requirements power
supply agreement with PWMT.

General Rate Case Filing

In December 2006, UNS Electric filed a general rate case (on a cost of service basis) with the ACC requesting a
total rate increase of 5.5% to cover a revenue deficiency of $9 million. The increase is necessary because of the
growth in UNS Electric’s service territory and the related increase in capital expenditures and operating costs.

UNS Electric expects the ACC to rule on its rate case in early 2008.

UNS Electric also requested that a new PPFAC mechanism would take effect when the current power supply
agreement with PWMT expires in May 2008.
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Regulatory Assets and Liabilities

UNS Electric’s regulatory assets and liabilities were as follows:
December 31,

2007 2006
-Millions of Dollars-

Current Regulatory Assets

Derivatives $ 1 $ -
Other Regulatory Assets

Rate Case Costs 1

Pension Assels 1
Total Other Regulatory Assets $ 2 $ 1

Current Regulatory Liabilities
Derivatives $ 3 $
Deferred Environmental Portfolio Surcharge -

Other Regulatory Liabilities
Over Recovered Purchase Power Costs 9
Derivatives 7

2
1

AN

Net Cost of Removal for Interim Retirements
Total Regulatory Liabilities $ 2

WIN W d

$ 1

Regulatory assets are either being collected in rates or are expected to be collected through rates in a future
period, as described below:

¢ Pension Assets were recorded in 2006 as based on past regufatory actions, UNS Eiectric expects to
recover in rates the UNS Electric portion of the underfunded pension plan for UNS Electric employees. |
UNS Electric does not earn a return on these costs.
* UNS Electric has requested recovery of costs associated with its 2006 rate case filing. Historically, the
ACC has allowed recovery of rate case costs. The recovery period will be determined when the ACC rules
on UNS Electric’s rate case in 2008. UNS Efectric does not earn a return on these costs.

Re'gulatory liabilities represent items that UNS Electric expects to pay to customers through billing reductions in
future periods or use for the purpose for which they were collected from customers, as described below:

s Deferred Envircnmental Friendly Portfolio Surcharge represents amounts the ACC has authorized UNS
Electric to collect, through customer billings, for environmental improvement projects. The amounts are
deferred until they are spent on their intended use.

» UNS Electric defers differences between purchased energy costs and the recovery of such costs in
revenues. Future billings are adjusted for such deferrals through use of a Purchased Power and Fuel
Adjustment Clause (PPFAC) approved by the ACC. The PPFAC allows for a revenue surcharge or
surcredit (that adjusts the customer’s rate for delivered purchased power) to collect or return under- or
over-recovery of costs.

e In December 2006, the ACC granted UNS Electric an Accounting Order authorizing regulatory deferral of
unrealized gains and losses on derivative forward purchase contracts that are requiired to be marked-to-
market under GAAP.

»  Net cost of Removal for Interim Retirements represents an estimate of future asset retirement obligations.

Income Statement Impact of Applying FAS 71
if UNS Electric had not applied FAS 71, net income would have been less than $1 million higher in 2007, $3 million

hlgher in 2006, and $1 million higher in 2005, as UNS Electric would have been atle to recognize over-recovered
purchased power costs as a credit to the income statement rather than record an increase to regulatory liabilities.
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Future Implications of Discontinuing Application of FAS 71

UNS Electric regularly assesses whether it can continue to apply FAS 71 to its operations. If UNS Electric stopped
applying FAS 71 to its regulated operations, it would write-off the related balances of its regulatory assets as an
expense and would write-off its regulatory liabilities as income on the income statement. Based on the regulatory
asset and liability balances, if UNS Electric had stopped applying FAS 71 to its regulated operations, it would have
recorded an extraordinary after-tax gain of $11 million at December 31, 2007. Discontinuing application of FAS 71
would not affect UNS Electric’s cash flows.

NOTE 3. SEGMENT AND RELATED INFORMATION

We have three reportable segments that are determined based on the way we organize our operations and
evaluate performance:

(1) TEP, a vertically integrated electric utility business, is our largest subsidiary.
(2) UNS Gas is a regulated gas distribution utility business.
(3) UNS Electric is a regulated electric distribution utility business.

The UniSource Energy and UES holding companies, Millennium, and UED are included in All Other. All Other also
includes the discontinued operations of Global Solar. As discussed in Note 15, at March 31, 2006, Millennium sold
all of the common stock of Global Solar and the results of operations of Global Solar are reported as discontinued
cperations for all pericds presented.

Significant revenues and expenses included in All Other include the following:

¢ In 2006, Millennium recorded an after-tax loss of approximately $2 million related to the discontinued
operations and disposal of Global Solar.

« In 2005, Millennium recorded an after-tax gain of $2 million related to a gain on the sale of an investment
by one of its investees. Millennium also recognized an impairment loss of $1 million in 2005 related to
the sale of one of its investments in January 2006.

Reconciling adjustments consist of the elimination of intercompany activity and balances:

» Intercompany activity between UNS and UED.

SES, a Millennium subsidiary, recorded revenue from transactions with TEP, UNS Electric and UNS Gas
of $15 million in 2007, $15 million in 2006 and $13 million in 2005. The related expense is reported in
Other Operations and Maintenance expense on the consolidated income statement. Millennium's
revenue and the related expense are eliminated in UniSource Energy consolidation.

e TEP recorded revenue from providing support services to UNS Gas and UNS Electric of $7 million in
2007, $2 million in 2006 and $2 million in 2005. UNS Gas' and Electric’s related expense is reported in
Other Operations and Maintenance expense on its income statement. TEP's revenue and the related
expenses in UNS Gas and UNS Electric are eliminated in UniSource Energy consolidation.

s  Other significant reconciling adjustments include the elimination of investments in subsidiaries held by
UniSource Energy, the intercompany note between UniSource Energy and TEP, the related interest
income and expense on the note and reclassifications of deferred tax assets and liabifities. UniSource
Energy repaid the intercompany note in 2005. See Note 7.

Our portion of the net income (loss) of the entities in which TEP and Miliennium own a voting interest or have the
ability to exercise significant influence is shown below in Net Income (Loss) from Equity Method Entities.
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I

I
We disclose selected financial data for our reportable segments in the following tables:

| Reportable Segments
\ UNS UNS All Reconciling  UniSource
2007 TEP Gas Electric Other Adjustments Energy
Income Statement -Millions of Dollars-
Operating Revenues — External $ 1064 § 151 & 169 5 (3 3 - $ 1,381
Operating Revenues - Intersegment 7 - - 15 (22) -
Depreciation and Amortization 120 8 13 - - 144
montization of Transition Recovery Asset 78 - - - - 78
Irllterest Income 16 1 - 2 - 19
Iqterest Expense 117 7 6 B8 - 138
Income Tax Expense (Benefit) 36 3 3 (3) - 39
Net Income (Loss) 53 4 5 {(4) - 58
Cash Flow Statement
Net Cash Flows - Operating Activities 264 28 22 9 - 323
Net Cash Flows — Investing Aclivities —
Capital Expenditures (162) (23) (38) (22) - (245)
Net Cash Flows — Investing Aclivities —
Investments in and Loans to Equity Method
Entities - - - (1) - (1)
Net Cash Flows — Investing Activities — Other 26 1 1 1 - 29
Net Cash Flows - Financing Activities {120) (6) 12 (3) (2) {119
Balance Sheet
Tc‘lztal Assets 2,573 276 226 1,077 (966) 3,186
Investments in Equity Method Entities 3 - - 28 - 3
|
1
|
Reportable Segments
| UNS UNS All Reconciling  UniSource
2006 TEP Gas Electric Other Adjustments Energy
Income Statement -Millions of Dollars-
Operating Revenues - External $ 987 $ 162 $ 160 $ (N $ - $1,308
Op|erating Revenues — Intersegment 2 - - 15 7 -
Depreciaticn and Amortization 112 7 11 1 - 131
An:mrtization of Transition Recovery Asset 66 - - - - 66
Intgrest Income 16 - - 3 - 19
Interest Expense 127 7 5 13 - 152
Income Tax Expense (Benefit) 42 3 3 (4) - 44
Discontinued Operations — Net of Tax - - - (2) - {2)
Net income (L oss) 67 4 5 (%) - 67
Cash Flow Statement
Ne# Cash Flows — Operating Activities 227 32 14 10 - 283
Net Cash Flows - Investing Activities —
Calapital Expenditures (156) (23) (39) (20) - (238)
Net Cash Flows — Investing Activities ~
In‘yestments in and Loans to Equity Method
Entities - - - {b) - (5)
Net Cash Flows — Investing Activities — Other (26) - - 23 - (3)
Net Cash Flows — Financing Activities (79) (4) 22 {(14) (2) (77)
Balance Sheet
Total Assets 2,623 253 195 1,038 (922) 3,187
3 - - 27 - 30

Investments in Equity Method Entities
i

-76-



UNISOURCE ENERGY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

Reportable Segments

UNS UNS All Reconciling  UniSource
2005 TEP Gas Electric Other Adjustments Energy
Income Statement -Millions of Dollars-
Operating Revenues — External $ 935 % 138 150 $ 1 $ - $ 1,224
Operating Revenues — Intersegment 2 - - 13 (15) -
Depreciation and Amartization 115 7 10 1 - 133
Amortization of Transition Recovery Asset 56 - - - - 56
Interest Income 21 - - - 1 20
Net Loss from Equity Method Entities - - - 2 . 2
Interest Expense 140 6 5 114 (2) 160
Income Tax Expense (Benefit) 34 3 3 2) - 38
Discontinued Operations — Net of Tax - - - (5 - (5)
Net income {Loss) 48 5 5 (12) - 46
Cash Flow Statement
Net Cash Flows — Operating Activities 243 14 21 (4) - 274
Net Cash Flows — Investing Activities — Capital
Expenditures (150} (23} (30) - - {203)
Net Cash Flows — Investing Activities —
Investments in and Loans to Equity Method
Entities - - - (5) - (5)
Net Cash Flows — Investing Activities — Other 21 - - 17 - 38
Net Cash Flows — Financing Activities (174) 15 8 39 (N (113)
Balance Sheet
Total Assets 2,617 233 161 1,043 (874) 3,180
Investments in Equity Method Entities 2 - - 25 - 27

NOTE 4. ACCOUNTING FOR DERIVATIVE INSTRUMENTS, TRADING ACTIVITIES AND HEDGING

ACTIVITIES

TEP INTEREST RATE SWAP

In June 2006, TEP entered into an interest rate swap to reduce the risk of unfavorable changes in variable interest
rates related to changes in LIBOR. The swap has the effect of converting approximately $36 million of variable
rate lease payments for the Springerville Common Lease to a fixed rate through January 1, 2020. The swap is
designated as a cash flow hedge for accounting purposes. Because the changes in interest payments, resulting
from changes in LIBOR, were completely offset by the interest rate swap in 2007, there was no ineffectiveness

recorded in earnings.

TEP FUEL AND POWER TRANSACTIONS

TEP enters into forward contracts to purchase or sell a specified amount of capacity or energy at a specified price
over a given period of time, within established limits to take advantage of favorable market opportunities and
reduce exposure to energy price risk resulting from generation and procurement of power. In general, TEP enters
into forward power purchase contracts when market conditions provide the opportunity to purchase energy for its
toad at prices that are below the marginal cost of its supply resources or to supplement its own resources (e.g.,
during plant outages and summer peaking pericds). TEP enters into forward power sales contracts when it
forecasts that it has excess supply and the markel price of energy exceeds its marginal cost. In addition, TEP has
natural gas supply agreements under which it purchases all of its gas requirements at spot market prices. In an
effort to minimize price risk on these purchases, TEP enters into price swap agreements under which TEP
purchases gas at fixed prices and simultaneously sells gas at spot market prices.

The settlement of TEP's forward power purchase and sates contracts that do not result in physical delivery are
recorded net as a component of Electric Wholesale Sales in the income statement. During 2007, approximately
$89 million in sales were netted against approximately $90 millicn in purchases. During 2006, $79 million in sales
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were netted against $77 million in purchases and in 2005, $15 million in sales were netted against approximately
$16!million in purchases.

The net unrealized gains and losses from TEP’s derivative aclivities reported in Other Comprehensive Income
were as follows:

' Years Ended December 31,
Cash Flow Hedges — Gain (Loss) on: 2007 2006 2005

-Millions of Dollars-
| Forward Power Sales $ - $ 8 $ (1)
| Gas Price Swaps (6) (18) 18
Interest Rate Swap (1} {2} -
Pre-Tax Unrealized (Loss) Gain on Cash Flow Hedges $ (7) $ (12) $ 17
After Tax (Loss) Gain on Cash Flow Hedges Recorded in QCI $ (4 $ (7) $ 10

Reclassification of Unrealized Loss/(Gain) on Cash Flow
Hedges to Net Income $ 2 $ - $ (4)

At December 31, 2007, the setttement dates of contracts accounted for as derivatives extended through the fourth
quarter of 2010.

TEP concluded, following an assessment at the inception of a hedge transaction and on an ongoeing basis that its
derwatwes designated as cash flow hedges, have been highly effective in offsetting changes in the cash flows of
hedged items and that those derivatives are expected to remain highly effective in future periods.

The! net unrealized gains and losses from TEP’s derivative activities reported in earnings were as follows:

Years Ended December 31,

|Mark-to-Market Transactions — Gain (Loss) on: 2007 2006 2005
Forward Power Sales Recorded in Wholesale Sales $ (8) $ 7 $ 1
Forward Power Purchases Recorded in Wholesale Sales 8 (6) -
Forward Power Purchases Recorded in Purchased Energy - - {2)
Pre-Tax Gain (Loss)Recorded in Earnings $§ - $ 1 $ (1)

The: fair value of TEP's derivative assets and liabilities were recorded as follows:

December 31, December 31,
2007 2006
, Mark-to- Cash Flow Mark-to- Cash Flow
; Market Hedges Market Hedges
| -Millions of DoMars-
[Trading Assets $ 1 $ 1 $ 9 $ 6
Trading Liabilities {1) {2) (9) {(3)
Net Current Derivative Assets $ - $ (1) § - $ 3
Other Assets $ - $ - $ - $ -
Other Liabilities - (3) - (3)
Net Noncurrent Derivative Assets $ - $ (3) $ - $ (3)

|
1
AmTunts presented as Current, are expected to be reclassified inte earnings within the next twelve months.
l
|
|
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UUNS GAS SUPPLY TRANSACTIONS

UNS Gas purchases substantially all of its gas requirements at market prices under a natural gas supply and
management agreement with BP Energy Company (BP). The contract terms allow UNS Gas to lock in fixed prices
on a portion of its expected forward gas purchases from BP. This enables UNS Gas to provide more stable prices
to its customers. These purchases are made up to three years in advance with the goal of locking in fixed prices
oh at least 45% of the expected monthly gas consumption prior to entering into the month. These forward
purchases, as well as the main gas supply contract, meet the definition of normal purchases and therefore are not
required to be marked-to-market. In February 2008, UNS Gas gave BP notice of its intention to terminate this
agreement. Beginning in September 2008, UNS Gas will directly manage its gas supply and transportation
contracts.

In December 2007, UNS Gas entered into a financial gas swap to assist in achieving price stabilization. This
financial gas swap agreement is designated as a cash flow hedge for accounting purposes. Accordingly,
unrealized gains and losses resulting from the change in fair value are recorded in Other Comprehensive Income.
There were no gains or losses recognized in Net Income related to hedge ineffectiveness. Unrealized gains and
losses will be reclassified into earnings when the hedged transactions settle or terminate.

The unrealized gain recorded in Other Comprehensive Income and the fair value of UNS Gas' derivative asset is
less than $0.1 million as of December 31, 2007. UNS Gas did not have any derivative assets in 2006.

At December 31, 2007, the settlement date of the contract accounted for as a cash flow hedge extended through
the first quarter of 2011.

UNS Gas has $0.1 million of net current Derivative Assets that are expected to be reclassified into earnings within
the next twelve months.

UNS ELECTRIC POWER SUPPLY TRANSACTIONS

UNS Electric entered into forward contracts, for periods of one to five years, beginning in June 2008, to purchase
energy to supply retail customer needs for the period after the full-requirements supply agreement with PWMT
expires in May 2008. Certain of these contracts are at a fixed price per MW and others are indexed to natural gas
prices. UNS Electric has hedged a portion of its total natural gas exposure from gas-indexed purchase power
agreements that begin in June 2008 with fixed price contracts. In addition, UNS Electric began hedging a portion
of its anticipated natural gas exposure from plant fuel for the period June 2008 and beyond.

The fair value of the derivative assets and liabilities was a $9 million net asset at December 31, 2007 and a $3
million net asset at December 31, 2006. Effective December 31, 2006, UNS Electric received an accounting order
from the ACC which allows UNS Electric to defer the unrealized gains and losses on the balance sheet as a
regulatory asset or liability. UNS Electric recorded net unrealized gains in Deferred Credits and Other Liabilities -
Other Regulatory Liabilities of $9 million in 2007 and $3 million in 2006.

At December 31, 2007, the settlement dates of contracts accounted for as derivatives extended through the fourth
quarter of 2013, UNS Electric has $3 million of net current Derivative Assets that are expected to be reclassified
into earnings within the next twelve months.

MEG TRADING TRANSACTIONS

MEG, a wholly-owned subsidiary of Millennium, entered into swap agreements, options and forward contracts
relating to Emission Allowances. in December 2007, MEG settled its outstanding trading positions. MEG is not
expected to have any further activities and is in the process of being dissolved.

MEG had a net loss from trading activities of less than $1 million in 2007, 2006, and 2005.

MEG had no derivative assets or liabilities at December 31, 2007. At December 31, 2006, the fair value of MEG's
derivative current assets and current liabilities were $11 million and $5 million, respectively.
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|
CONCENTRATION OF CREDIT RISK

Theuse of contractual arrangements to manage the risks associated with changes in energy commodity prices
creates credit risk exposure resulting from the possibility of nonperformance by counterparties pursuant to the
terms of their contractual obligations. TEP, UNS Gas and UNS Electric enter into contracts for the physical
delwery of energy and gas which contain remedies in the event of non-performance by the supply counterparties.
In addmon volatile energy prices can create significant credit exposure from energy market receivables and mark-
to- market valuations. As of December 31, 2007, TEP had total credit exposure of $20 million related 1o its
wholesale marketing and gas hedging actwltles of which two counterparties individually composed greater than
10% of the total credit exposure. As of December 31, 2007, UNS Gas had a total credit exposure related to its
fonNard gas purchase contracts of less than $1 million, primarily related to its relationship with one counterparty.
As of December 31, 2007, UNS Electric had a total credit exposure related to its forward power purchase contracts
and gas hedging activities of $7 million, primarily related to its relationship with four counterparties. TEP, UNS
Gas|and UNS Electric calculated counterparty credit exposure by adding any outstanding receivables (net of
amounts payable if a netting agreement exists) to the mark-to-market value of any forward contracts.

]
NOTE 5. COMMITMENTS AND CONTINGENCIES
TEPI COMMITMENTS

Purqhase and Transportation Commitments

TEP’has several long-term coal purchase and transportation contracts with various expiration dates from 2008
through 2020. Amounts paid under these contracts depend on the number of tons of coal purchased and
transported Some of these contracts (i) include a price adjustment clause that will affect the future cost of coal
and (u) require TEP to pay a take-or-pay charge or liquidated damages if certain minimum quantities of coal are
not purchased and/or transported. TEP expects to spend more to meet its fuef requirements than the minimum
purchase obligations outlined below. TEP made payments under these contracts of $203 million in 2007, $184
million in 2006 and $175 million in 2005.

In 2007, TEP entered into power supply agreements for 2008 and 2009 with prices indexed to natural gas prices.
TEP|has estimated its minimum payments under these contracts based on natural gas prices at December 31,
2007.

:

TEPhas natural gas transportation agreements with El Paso Natural Gas (EPNG) to fuel Sundt and TEP's portion
of the Luna facility. The contracts expire in April 2008 and January 2009, respectively. TEP made payments
under these contracts of $6 million in 2007 and $2 million in 2006.

l
At Décember 31, 2007, TEP estimates that future minimum payments under the contracts for purchased power,
coal,land gas referred to above are as follows:

: Minimum

| Purchase

i Obligations
! -Millions of Dollars-
|

I 2008 $ 144

i 2009 109

! 2010 84

‘ 2011 46

| 2012 39

‘ Total 2008 - 2012 422

‘ Thereafter 223

' Total $ 645
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Operating Leases

TEP's aggregate operating lease expense, which is primarily for office facilities and computer equipment, with
varying terms, provisions, and expiration dates, was $2 million in each of the years 2007 and 2006 and $1 million
in 2005. TEP estimates future minimum payments under non-cancelable operating leases will be approximately
$1 million per year from 2008 to 2010.

Environmental Regulation

Federal Clean Air Act Amendments

TEP generating facilities are subject to EPA limits on the amount of sulfur dioxide (S0;) and nitrogen oxide {(NOx)
emissions into the atmosphere. TEP capitalized $7 million in 2007 and $1 miltion in each of 2006 and 2005

in construction costs to comply with environmental requirements and expects to capitalize $60 million in 2008

and $16 million in 2009, including TEP's share of new pollution control equipment being installed at San Juan
described below. In addition, TEP recorded operating expenses of $10 million in 2007 and 2006 and $11 million in
2005 related to environmental compliance. TEP expects environmental expenses to be $11 million in 2008.

As a result of a 2005 settlement agreement between PNM, environmental activist groups, and the New Mexico
Environment Department (PNM Consent Decree), the co-owners of San Juan are installing new pollution control
equipment at the generating station to reduce mercury, particulate matter, NOx, and SO, emissions. TEP owns
50% of San Juan Units 1 and 2. The PNM Consent Decree includes stipulated penalties for non-compliance with
specified emissions limits at San Juan. in 2007, TEP's share of potential stipulated penalties at San Juan was $2
million. TEP's share of stipulated penalties in 2006 was less than $0.5 million. TEP expects its share of stipulated
penaities at San Juan to be approximately $1 million in 2008. The new poliution control equipment is expected to
be installed at the generating units that TEP jointly owns in 2008 and early 2009 and is designed to remedy all
emission violations.

In 1993, the EPA allocated TEP's generating units SO, Emission Allowances based on past operational history.
Beginning in 2000, TEP’s generating units were required to hold Emission Allowances equal to the level of
emissions in the compliance year or pay penalties and offset excess emissions in future years. To date, TEP has
had sufficient Emission Allowances to comply with the SO, regulations,

Mercury Emissions

in 2005, the EPA adopted regulations relating to mercury emissions requiring states to develop rules for
implementing federal requirements. Arizona adopted its mercury emission rules in 2007. Based on these rules,
emission control may be required at Springerville and Sundt by 2013. TEP does not expect the capital costs to
exceed $6 million at these generating stations. TEP is also monitoring the New Mexico and Navajo Nation
mercury emission regulations affecting plants in which TEP has an ownership share. TEP does not anticipate that
additional controls will be required at any of these remote generating stations prior to 2015 in order to meet the
existing state or federal limits. As stipulated in the PNM Consent Decree described above, the co-owners of San
Juan are installing new pollution control equipment at the generating station to reduce mercury emissions.
Mercury emissions controls for San Juan Units 1 and 2 must be installed by December 31, 2009.

A recent federal court decision may require revisions to the existing mercury emissions regulations. TEP will
continue to review any changes to state and federal regulations required as a resuit of the recent decision. TEP
will comply with any revised regulations.

Greenhouse Gas Emissions

Based on competing proposals to regulate greenhouse gas emissions by federal, state, and local regulatory

bodies and uncertainty in the regulatory process, the scope of such regulations and their affect on our operations
cannot be determined.
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f
Regjonal Haze
i

The EPA's Regional Haze Rule requires states to develop plans to restore visibility in various areas to their natural
condrtlons by 2064. State plans could require pollution control upgrades at some of TEP's power plants. The level
of control required, if any, will not be known until the state plans are submitted and approved by the EPA. State
p\ans are expecied to be submitted o the EPA during 2008, and approved by the EPA during 2009. 1f required,
cont‘rols would need to be in place by 2013 or later.

|
TER may incur additional costs to comply with future changes in federal and state environmental laws, regulations

and !permit requirements at existing electric generating facilities. Compliance with these changes may reduce
operating efficiency.

| .
Tuc‘son te Nogales Transmission Line

TEP and UNS Electric are parties to a project development agreement for the joint construction of an
approxrmately 60-mile transmission line from Tucson to Nogales, Arizona. This project was initiated in response to
an order by the ACC to improve reliability to UNS Electric’s retail customers in Nogaltes, Arizona.

In 2002 the ACC approved the location and construction of the proposed 345-kV line along the Western Corridor
route subject to a number of conditions, including obtaining all required permits from state and federal agencies.
TEP is currently seeking approvals for the project from the Department of Energy (DOE), the US Forest Service,
the Bureau of Land Management, and the International Boundary and Water Commission.

The DOE has completed a Final Environmental Impact Statement (EIS) for the project in which it would accept any
of the routes in the EIS, but the U.S. Forest Service has indicated the Central route as its preferred alternative,
rather than the Western Corridor route.

Based on the alternative proposals and passage of time since it approved the location of the line, the ACC, in
January 2005, ordered TEP to review the status of electric service reliability in Nogales, Arizona and the need for
the 345 kV line. The ACC also indicated that it would review any new information regarding the location of the
proposed transmission line. In December 2005, an Administrative Law Judge (ALJ) for the ACC issued a
recommended opinion and order reaffirming the ACC's original position requiring the construction of the Tucson to
Nogales transmission line. After a hearing on the issue, the ACC directed the ALJ to amend the recommendation
to direct the Line Siting Committee of the ACC to gather facts related 1o options for improving service reliability in
Nogales, Arizona.

If TEP does not receive the required approvals it may need to expense a portion of the $9 million of costs that
have been capitalized related to the project.

TEP Guarantee Home Program

TEP provides incentives to new home builders to construct TEP Guarantee Homes that meet the highest
constructlon and energy-efficiency standards available. TEP made builder incentive payments averaging $1
mrllron in each of 2007, 2006, and 2005. TEP expects to make payments under this program totaling $2 million in
2008 and 2009.

UN$ GAS COMMITMENTS
UNS Gas has firm transportation agreements with El Paso Natural Gas (EPNG) and Transwestern Pipeline
Company (Transwestern) with combined capacity sufficient to meet its load requirements. The EPNG contract
expires in August 2011, and the Transwestern contracts expire in February 2012, February 2020, and June 2023.
UNS Gas made payments under the EPNG and Transwestern contracts of $13 million in 2007, $10 million in 2006
and|$7 million in 2005.

|
UNIS Gas purchases substantially all of its gas requirements at market prices under a natural gas supply and
management agreement with BP Energy Company (BP). See Note 4.
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At December 31, 2007, UNS Gas estimates its future minimum payments under these contracts to be:

Minimum
Purchase
Obligations
-Millions of Dollars-

2008 $ 56
2009 38
2010 25
2011 11
2012 3
Total 2008 — 2012 133
Thereafter 25
Total $158

See Note 7 for a description of the UNS Gas and UNS Electric long-term debt.

UNS ELECTRIC COMMITMENTS

UNS Electric imports the power it purchases over the Western Area Power Administration’s (WAPA) transmission
lines. UNS Electric’s transmission capacity agreements with WAPA provide for annual rate adjustments and
expire in February 2008, June 2011, and May 2017. UNS Electric made payments under these contracts of $7
million in 2007, $8 million in 2006, and $7 million in 2005.

UNS Electric’s all requirements contract expires in 2008. During 2006 and 2007, UNS Electric entered into
agreements to purchase power beginning in 2008 through 2013. The contracts are valued based on either fixed
prices or indexed to natural gas prices at December 31, 2007.

At December 31, 2007, UNS Electric estimates its future minimum payments under these contracts to be:

Minimum
Purchase
Obligations
-Millions of Dollars-

2008 $ 62
2009 70
2010 42
2011 17
2012 8
Total 2008 — 2012 199
Thereafter 8
Total $ 207

UNS GAS and UNS ELECTRIC OPERATING LEASES

UNS Gas and UNS Electric’s combined operating lease expense which is primarily for office facilities and
computer equipment, with varying terms, provisions, and expiration dates was $1 million in each of the years 2007,
2006 and 2005. UNS Gas and UNS Electric's estimated future minimum payments under non-cancelable
operating leases are approximately $1 million per year from 2008 to 2011 and $2 million thereafter.

MILLENNIUM COMMITMENTS

I
i
| Millennium has a remaining obligation to fund Valley Ventures Itl and Valley Ventures Il Annex for capital and
| operations up to an additional $1 million over the next two years.

|
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|
UED COMMITMENTS

In 2006 UED purchased two electric generating turbines for $17 million. The turbines are part of a 90 MW BMGS
power project currently under construction in Kingman, Arizona in UNS Electric's service area. Construction
began during the third quarter of 2007 with an estimated completion date of May 2008. Including instaliation and
refurbishment of the turbines, the total cost of the project for UED is expected to be between $60 million and $65
million, of which $15 million to $20 million remains to be paid as construction proceeds to compietion.

UED believes it will fully recover its costs through the sale of BMGS to UNS Electric or to a third party or through
the sale of the output of BMGS in the wholesale energy market.

TEP CONTINGENCIES
Claims Related to San Juan Coal Company

San Juan Coal Company, the coal supplier to San Juan, through leases with the federal government and the State
of New Mexico, owns coal interests with respect to an underground mine. Certain gas producers have oil and gas
Ieases with the federal government, the State of New Mexico and private parties in the area of the underground
mlne These gas producers allege that San Juan Coal Company's underground coal mining operations have or
will mterfere with their gas production and will reduce the amount of natural gas that they would otherwise be
enhtled to recover. San Juan Coal Company has compensated certain gas producers for any remaining gas
productlon from a well when it was determined that mining activity was close enough to warrant shutting down the
welll These settiements, however, do not resolve all potential claims by gas producers in the underground mine
area. We cannot estimate the outcome of any future claims by these gas producers on the cost of coal at San
Juan.

|

Litigation and Claims Related to Navajo Generating Station

In 2004 Peabody Western Coal Company (Peabody), the coal supplier to the Navajo Generating Station, filed a
complamt in the Circuit Court for the City of St. Louis, Missouri against the participants at Navajo, including TEP,
for re:mbursement of royalties and other costs and breach of the coal supply agreement. Because TEP owns 7.5%
of the Navajo Generating Station, its share of the current claimed damages would be approximately $35 million.
We believe these claims are without merit and intends to continue to contest them. We have not recorded a
|Iabl|lty for these amounts.

Postretirement and Pension Benefit Costs at Navajo Generating Station

Pee’:body contends that the Navajo Generating Station pariicipants are responsible under the coal supply
agreements for postretirement benefit costs payable to the coal supplier's employees. In 1996, SRP filed a lawsuit
in Marlcopa County Superior Court on behalf of the participants at Navajo Generating Station, including TEP,
seeklng declaratory judgment that the participants are not responsible for these costs. The Navajo Generating
Stahon participants and Peabody continue to discuss a potential settlement. We expect resolution of this matter in
2008.

En\rrironmental Reclamation at Remote Generating Stations

TEP currently pays on-going reclamation costs related to the coal mines which supply the remote generating
stahons and it is probable that TEP will have to pay a portion of final reclamation costs upon mine closure. When
a reasonable estimate of final reclamation costs is available, the liability is recognized as a cost of coal over the
remalmng term of the corresponding coal supply agreement. At December 31, 2007, TEP has recorded a liability
of $4 million based on our $13 million obligation at the expiration dates of the coal supply agreements in 2011
through 2017.

Arn'ounts recorded for final reclamation are subject to various assumptions, such as estimating the costs of
reclamation, estimating when final reclamation will occur, and the credit-adjusted risk-free interest rate to be used
to dlscount future liabilities. As these assumptions change, TEP will prospectively adjust the expense amounts for
fi nal reclamation over the remaining coal supply agreement term. We do not believe that recognition of its final
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reclamation obligations will be materia! to TEP in any single year because recognition occurs over the remaining
terms of its coal supply agreements.

TEP Wholesale Accounts Receivable and Allowances

TEP's Accounts Receivable from Electric Wholesale Sales, includes $16 million of receivables at December 31,
2007 and December 31, 2006 related to sales to the California Power Exchange (CPX) and the California
Independent System Operator (CISO) in 2001 and 2000. TEP's Allowance for Doubtful Accounts on the balance
sheet includes $13 million at December 31, 2007 and December 31, 2006 related to these sales. There are
several outstanding legal issues, complaints and lawsuits concerning the California energy crisis related to the
FERC, wholesale power suppliers, Southern California Edison Company, Pacific Gas and Electric Company, the
CPX and the CISO. We cannot predict the outcome of these issues or lawsuits. We believe, however, that TEP is
adequately reserved for its transactions with the CPX and the CISO.

GUARANTEES AND INDEMNITIES

In the normal course of business, UniSource Energy and certain subsidiaries enter into various agreements
providing financial or performance assurance to third parties on behalf of certain subsidiaries. We enter into these
agreements primarily to support or enhance the creditworthiness of a subsidiary on a stand-alone basis. The most
significant of these guarantees are:

e UES' guarantee of senior unsecured notes issued in 2003 by UNS Gas ($100 million) and UNS Electric
($60 million),
UES' guarantee of a $60 million unsecured revolving credit agreement for UNS Gas and UNS Electric,
UniSource Energy's guarantee of approximately $2 million in building lease payments for UNS Gas. In
January 2008, UniSource Energy was released from a $3 miillion guarantee on behalf of UNS Gas.

To the extent liabilities exist under these contracts, the liabilities are included in our consolidated balance sheets.
In addition, we have indemnified the purchasers of interests in certain investments from additional taxes due for
years before the sale of such investments. The terms of the indemnifications do not include a limit on potential
future payments; however, we believe that we have abided by all tax laws and paid all tax obligations. We have
not made any payments under the terms of these indemnifications to date.

We believe that the likelihoed UniSource Energy or UES would be required to perform or otherwise incur any
significant losses associated with any of these guarantees or indemnities is remote.
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|
NOTE 6. UTILITY PLANT AND JOINTLY-OWNED FACILITIES
|

UTILITY PLANT

The following table shows Utility Plant in Service by company and major class.

December 31, 2007

- Millions of Dollars -

! UNS UniSource
| TEP UNS Gas  Electric Energy
Plant in Service:
| Electric Generation Plant $1343 § - $ 17 $ 1,360
. Electric Transmission Plant 580 - 28 608
' Electric Distribution Plant 085 - 143 1,128
| Gas Distribution Plant - 185 - 185
| Gas Transmission Plant - 18 - 18
I General Plant 162 12 10 184
I Intangible Plant 69 1 7 77
¢ Electric Plant Held for Future Use 5 1 - 6
g Total Plant in Service $3,144 $ 217 $ 205 $ 3,566
' Utility Plant under Capital Leases $ 701 $ - 3 1 $ 702
December 31, 2006
: - Millions of Dollars -
' UNS UniSource
TEP UNS Gas  Electric Energy
Flant in Service:
Electric Generation Plant $1,302 5 - S 17 $1,319
Electric Transmission Plant 566 - 18 584
Electric Distribution Plant 931 - 119 1,050
(Gas Distribution Plant - 168 - 168
Gas Transmission Plant - 18 - 18
(GGeneral Plant 154 16 10 180
Intangible Plant 78 1 7 86
Electric Plant Held for Future Use 4 1 - 5
Total Piant in Service $3,035 $ 204 $ 171 $ 3,410
Utility Plant under Capital Leases $ 701 $ - $ 1 $ 702

Intanglble Plant primarily represents computer software costs. TEP’s unamortized computer software costs were
$34 rpﬂhon as of December 31, 2007 and $32 million as of December 31, 2006. UNS Gas and UNS Electric had
no url"namortlzed computer software costs as of December 31, 2007 and as of December 31, 2006.

All Ti:EP Utility Plant under Capital Leases is used in TEP's generation operations.
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The following table reconciles the gross investment in utility plant to net investment in utility plant, segregated
between regulated and non-regulated utility plant.

December 31, 2007

UNS UNS UniSource Energy
TEP Gas Electric Consolidated
Total Total Total TEP Total
T&D Gen* Plant Plant Plant All Other  Gen* Plant

-Millions of Dollars-

Gross Plant in Service $1,801  $1,343 $3,144 $ 217 $ 205 $2,223  $1,343 $3,566
Less Accumulated

Depreciation and

Amortization 836 654 1,480 5 39 880 654 1,534

Net Plant in Service $ 965 $ 689 $1,654 $ 212 $ 166 $1,343 § 689 $2,031

December 31, 2006

UNS UNS UniSource Energy
TEP Gas Electric Consolidated
Total Total Total TEP Total
T&D Gen* Plant Plant Plant All Other Gen* Plant

-Millions of Dollars-

Gross Plant in Service $1,733  $1,302 $3,035 $ 204 $ 171 $2,108  $1,302 $3,410
Less Accumulated

Depreciation and

Amortization 808 638 1,446 16 31 855 638 1,493

Net Plant in Service $ 925 § 664 $1,589 $ 188 $ 140 $1253 % 664 $1,917

*The ACC does not set rates on TEP’s generation operations on a cost-of-service basis, and therefore, these
operations are not accounted for under the provisions of FAS 71. Rates for the remaining utility operations
appearing in this table are set by the ACC on a cost-of-service basis, and are accounted for under the provisions
of FAS 71. The category T&D includes all transmission and distribution Plant in Service. The category Gen
includes the generation assets.

The depreciable lives currently used by TEP are as follows:

Major Class of Utility Plant in Service Depreciable Lives
Electric Generation Plant 20-71 years
Electric Transmission Plant 10-50 years
Electric Distribution Plant 24-60 years
General Plant 5-45 years
Intangible Plant 3-10 years

During the second quarter 2005, the estimate for San Juan’s economic useful life changed. As a result of the
analysis performed, TEP lengthened the estimated useful tife of San Juan from 40 to 60 years beginning April 1,
2005. This change in the estimated useful life reduces annual depreciation expense by $6 million.

See TEP Utility Plant in Note 1 and TEP Capital Lease Obligations in Note 7.
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The depreciable lives currently used by UNS Gas and UNS Electric are as follows:
Major Cilass of Utility Plant in Service Depreciable Lives
Electric Generation Plant 23-40 years
Electric Transmission Plant 11-45 years
Electric Distribution Plant 14-26 years
Gas Distribution Plant 17-48 years
Gas Transmission Plant 37-55 years
General Plant 3-33 years

JOINTLY-OWNED FACILITIES

At December 31, 2007, TEP's interests in jointly-owned generating stations and transmission systems were as
follows:

Percent Plant Construction
Owned by in Work in Accumulated
TEP Service * Progress Depreciation
-Millions of Dollars-

San Juan Units 1 and 2 50.0% $ 299 $ 19 $ 215
Navajo Station Units 1, 2 and 3 7.5 116 1 70
Four Corners Units 4 and 5 7.0 83 4 66
Transmission Facilities 7.5t095.0 370 - 229
Luna Energy Facility 33.3 48 1 2
Total $ 916 $ 25 $ 582

*Inclllded in Utility Plant shown above.

TEP has financed or provided funds for the above facilities and TEP's share of their operating expenses is
reflected in the income statements. See Note 5 for commitments related to TEF's jointly-owned facilities.

NOTE 7. DEBT, CREDIT FACILITIES, AND CAPITAL LEASE OBLIGATIONS

Long-term debt matures more than one year from the date of the financial statements. We summarize UniSource
Energy long-term debt in the statements of capitalization.
|

|
UNISOURCE ENERGY DEBT
Conyertible Senior Notes

In Mal;zrch 2005, UniSource Energy issued $150 million of 4.50% Convertible Senior Notes (Convertible Senior
Notes) due 2035. The Convertible Senior Notes are unsecured and are not guaranteed by TEP or any other
UmSource Energy subsidiary. Each $1,000 of Convertible Senior Notes is convertible into 26.6667 shares of
UmSource Energy Common Stock at any time, representing a conversion price of approximately $37.50 per share
of our Common Stock, subject to adjustment in certain circumstances.

I
Beginning on March 5, 2010, UniSource Energy will have the option to redeem the Convertible Senior Notes, in
whole or in part, for cash at a price equal to 100% of the principal amount plus accrued interest. Holders of the
Convertible Senior Notes may require UniSource Energy to repurchase the Convertible Senior Notes, in whole or
in part, for cash on March 1, 2015, 2020, 2025 and 2030, or if certain change of control transactions oceur, or if our
common stock is no longer Ilsted on a national securities exchange. The repurchase price will be 100% of the
pnnmpal amount of the Convertible Senior Notes plus accrued interest.
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Certain of the Convertible Senior Notes features are considered to be embedded derivatives. Based on
accounting requirements, we concluded that the embedded derivatives either do not have any value or they are
not required to be separated from the debt and accounted for separately.

In March 2005, UniSource Energy used $106 million of the net proceeds from this offering to repay the $95 million
promissory note to TEP plus accrued interest of $11 milion. TEP used these funds, along with borrowings under
its revolving credit facility to repurchase and redeem $225 million of industrial development bonds (IDBs). See
TEP Debt — Unsecured IDBs, below.

Intercompany Notes Payable

In 1998, TEP and UniSource Energy exchanged all of the outstanding common stock of TEP on a share-for-share
basis for the Common Stock of UniSource Energy in a transaction which resulted in UniSource Energy becoming a
holding company with TEP as its subsidiary. Following the share exchange, TEP transferred the stock of
Millennium to UniSource Energy for a $95 million promissory note due in 2008. On March 1, 2005, UniSource
Energy used $106 million of the $146 million of net proceeds from the convertible debt offering, as discussed
above, to repay the $95 million promissory note to TEP plus accrued interest of $11 million. Repayment of the
note resulted in a $25 million capita! contribution to TEP.

TEP DEBT
Collateral Trust Bonds

In 1998, TEP issued a total of $140 million, 7.5% collateral trust bonds, due August 11, 2008. The balance
outstanding as of December 31, 2007 was $138 million and is reported as a Current Liability in the TEP and
UniSource Energy balance sheets. TEP intends to refinance these bonds in 2008.

1941 Mortgage IDBs
In March 2005, TEP redeemed, at par, all of the remaining $52 million of its 1941 Mortgage |DBs.
Unsecured IDBs

in May 2005, TEP purchased $221 million of fixed rate Unsecured IDBs at a price of $101.50 per $100 principal
amount and redeemed, at par, the remaining $4 million of bonds outstanding under those series. In connection
with the repurchase, TEP recognized a loss of approximately $3 million related to previously deferred debt costs.
TEP does not plan to cancel the |DBs that it repurchased, but is holding the bonds as treasury bonds. This means
the bonds remain outstanding under their indentures but are not reflected as debt on the balance sheet. In
February 2008, TEP received approval from the Industrial Development Authority of Pima County to issue
refunding IDBs, the proceeds of which would be used to redeem the $221 million of Unsecured IDBs held by TEP.

Mortgage Indenture

TEP's indenture creates liens on and security interests in most of TEP's utility plant assets, with the exception of
Springerville Unit 2. San Carlos Resources Inc., a wholly-owned subsidiary of TEP, holds title to Springerville Unit
2. Utility Plant under Capital Leases is not subject to such liens or available to TEP creditors, other than the
lessors. The net book value of TEP's utility plant subject to the lien of the indenture was approximately $1 billion at
December 31, 2007.

TEP CAPITAL LEASE OBLIGATIONS

The terms of TEP’s capital leases are as follows:

«The Sundt Lease has an initial term to January 2011 and provides for renewal periods of two or more years
through 2020.
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! *The Springerville Common Facilities Leases have an initial term to December 2017 for one lease and

| January 2021 for the other two leases, subject to optional renewal periods of two or more years through

1 2025,

‘ «The Springerville Unit 1 Leases have an initial term to January 2015 and provide for renewal periods of three

! or more years through 2030.

«The Springerville Coal Handling Facilities Leases have an initial term to Aprit 2015 and provide for one
renewal period of six years, then additional renewal periods of five or more years through 2035.

I

TEP has agreed with the owners of Sprmgervnlle Units 3 and 4 that, upon expiration of the Springerville Coal
Handllng Facilities and Common Leases, TEP is obligated to acquire the facilities at fixed prices of $120 million in
2015, $38 million in 2017, and $68 million in 2021. Upon such acquisitions by TEP, each of the owners of Unit 3
andEUnit 4 have the obligation to purchase from TEP a 17% and 14% interest, respectively, in such facilities. On
or before the Sundt and Springerville Unit 1 Lease expiration dates, TEP will determine if it will purchase the
assets at the fair market value or renegotiate the lease terms.

In January 2008, TEP made the following scheduled lease payments: Sundt Lease $12 miilion; Springerville
Common Facilities Leases $2 million; Springerville Unit 1 Leases $72 million; and Springerville Coal Handling
Facn‘lltles Leases $2 million.

|

Invéstments in Springerville Lease Debt and Equity

In June 2006, TEP purchased a 14% undivided equity ownership interest in the Springerville Unit 1 Lease and now
is the owner participant under the leveraged lease arrangements relating to such undivided interest. As a result,
the scheduled lease payments were reduced by $19 million, as TEP no longer makes payments to the former
equny holders.

TEP held an investment in Springerville Unit 1 lease debt totaling $71 million at December 31, 2007 and $82
million at December 31, 2006. TEP also held an investment in Springerville Coal Handling Facilities lease debt
totaling $34 million at December 31, 2007 and $52 million at December 31, 2006.

Springerville Common Lease Debt Refinancing

In 1985, TEP sold and leased back its undivided one-half ownership interest in the common facilities at the
Spnngerv:[te Generating Station. TEP refinanced the lease debt totaling $68 million in June 20086, and the leases
were amended to remove the requirement that the notes be pericdically refinanced to avoid the occurrence of a
specnal event of loss. The lease debt now matures when the leases expire. Interest is payable at LIBOR plus

5% through 2009. Thereafter, the spread over LIBOR increases by 0.125% every three years, to 2% by June
2018 Prior to the refinancing, the interest rate was LIBOR plus 4%. The refinancing had no impact on the
Sprmgerwlle Common Facilities capital lease obligation or asset.

|
A portion of the rent payable by TEP pursuant to the Springerville Common Facilities Leases is determined by the
amount of interest payable on the underlying floating rate lease debt. In June 2006, TEP entered into an interest
rate swap to hedge a portion of the interest rate risk associated with the portion of rent determined by the interest
rate on this debt. This swap has the effect of fixing the interest portion of rent at a rate of 7.27% on a portion of the
pnnmpal balance, which was $36 million as of December 31, 2007. The interest rate swap has been recorded by
TEP, asa cash flow hedge for financial reporting purposes. See Note 4.

UNS GAS AND UNS ELECTRIC LONG-TERM DEBT

|
Senior Unsecured Notes

in 2003, UNS Gas and UNS Electric issued a total of $160 million of senior unsecured notes in a private
placement UNS Gas issued $50 million of 6.23% notes due August 11, 2011 and $50 million of 6.23% notes due
August 11, 2015. UNS Electric issued $60 million of 7.61% notes due August 11, 2008. All three series of notes
may be prepaid with a make-whole call premium reflecting a discount rate equal to an equivalent maturity U.S.
Treasury security yield plus 50 basis peints. UES guarantees the notes. UNS Gas and UNS Electric incurred a
total of $2 million in debt costs related to the issuance of the notes. We deferred these costs and are amortizing
thern| over the life of the notes.
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At December 31, 2007, the UNS Electric $60 million senior unsecured note, due August 11, 2008, is included in
' Current Liabifities in the UniSource Energy balance sheet.

The note purchase agreements for both UNS Gas and UNS Electric contain certain restrictive covenants, including
restrictions on transactions with affiliates, mergers, additional indebtedness, dividend restrictions, and minimum
net worth requirements.

As of December 31, 2007, UNS Gas and UNS Electric complied with the terms of the note purchase agreements.
DEBT MATURITIES

Long-term debt, including term loan payments, revolving credit facilities, and capital lease obligations mature on
the following dates:

TEP
Variable
Rate IDBs TEP TEP
Supported  Scheduled Capital
by Letters Debt Lease TEP UNS UNS UniSource
of Credit  Retirements  Obligations Total Gas Electric Energy Total
- Millions of Dollars -
2008 $ - $ 138 $ 118 $ 258 $ - $ 60 § 6 $ 322
2009 - - 63 63 - - 6 69
2010 - - 93 93 - - 6 99
2011 329 - 107 436 50 26 23 535
2012 - - 118 118 - - - 118
Total 2008 — 2012 329 138 499 966 50 86 41 1,143
Thereafter - 354 421 775 50 - 150 975
Less: Imputed
Interest - - (331) (331) - - - {331)
Total $ 329 $ 492 $ 589 $1.410 $ 100 $ 86 & 19 $1,787

TEP's Variable Rate |DBs are backed by letters of credit (LOC) issued pursuant to TEP’s Credit Agreement which
expires in August 2011. Although the Variable Rate IDBs mature between 2018 and 2022, the above table reflects
a redemption or repurchase of such honds in 2011 as though the LOCs terminate without replacement upon
expiration of the TEP Credit Agreement.

Effective with commercial operation of Springerville Unit 3 on September 1, 2008, Tri-State is reimbursing TEP for
various operating costs related to the common facilities on an ongoing basis, including 14% of the Springerville
Common Lease payments and 17% of the Springerville Coal Handling Facilities Lease payments. TEP remains
the obligor under these capital leases, and Capital Lease Obligations do not reflect any reduction associated with
this reimbursement.

UNISOURCE ENERGY CREDIT AGREEMENT

The UniSource Credit Agreement consists of a $30 million amortizing term loan facility and a $70 million revolving
credit facility and matures in August 2011.

Principal payments of $1.5 million on the outstanding term loan are due guarterly, with the balance due at maturity.
At December 31, 2007, there was $21 million outstanding under the term loan facility of which $15 miliion is
included in Long-Term Debt and $6 million is included in Current Liabilities and $20 million outstanding under the
revolving credit facility at a weighted average interest rate of 6.27%. We have included these borrowings in Long-
Term Debt as UniSource Energy has the ability and the intent to have outstanding borrowings for the next twelve
months. In January 2008, UniSource Energy repaid $8 million outstanding under its revolving credit facility.

At December 31, 2006, UniSource Energy had $27 million outstanding under the term loan facility, of which $21
mitlion is included in Long-Term Debt and $6 million is included in Current Liabilities, and $20 million outstanding
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under the revolving credit facility, included in Current Liabilittes. UniSource Energy repaid the $20 million
outstanding under its revolving credit facility in January 2007.

We have the option of paying interest on the term loan and on borrowings under the revolving credit facility at
adjusted LIBOR plus 1.25% or the sum of the greater of the federal funds rate plus 0.5% or the agent bank’s
referlence rate and 0.25%.

The LUniSrJurce Credit Agreement restricts additional indebtedness, liens, mergers, sales of assets, and certain
investments and acquisitions. We must also meet: (1) a minimum cash flow to interest coverage ratio for
UniSource Energy on a standalone basis and (2) a maximum leverage ratio on a consolidated basis. We may pay
drvrdends if, after giving effect to the dividend payment, we have more than $15 million of unrestricted cash and
unused revolving credit. As of December 31 2007, we were in compliance with the terms of the UniSource Credit
Agreement

TEPi CREDIT AGREEMENT

The TEP Credit Agreement consists of a $150 million revolving credit facility, and a $341 million LOC facility which
supports $329 million of tax-exempt Variable Rate IDBs. The TEP Credit Agreement matures in August 2011 and
is secured by $491 million 1992 Mortgage Bonds.

|
Interest rates and fees under the TEP Credit Agreement are based on a pricing grid tied to TEP's credit ratings.
Letter of credit fees are 0.55% per annum and amounts drawn under a letter of credit would bear interest at LIBOR
plus 0.55% per annum. TEP has the option of paying interest on borrowings under the revolving credit facility at
LIBOR plus 0.55% or the greater of the federal funds rate plus 0.5% or the agent bank’s reference rate.

The TEP Credit Agreement restricts additional indebtedness, liens, sale of assets and sale-leaseback agreements.
The TEP Credit Agreement also requires TEP to meet a minimum cash coverage ratio and a maximum leverage
ratio' If TEP complies with the terms of the TEP Credit Agreement, TEP may pay dividends to UniSource Energy.
As of December 31, 2007, TEP was in compliance with the terms of the TEP Credit Agreement.

As of December 31, 2007, TEP had $10 million outstanding under its revolving credit facility at an interest rate of
7. 25% As of December 31, 2006, TEP had $30 million cutstanding under this facility. The balances are included
in Current Liabilities in the UniSource Energy balance sheets.

UNS GAS/UNS ELECTRIC CREDIT AGREEMENT

The UNS Gas/UNS Electric Revolver is a $60 million revolving credit facility which matures in August 2011. Either
UNS Gas or UNS Electric may borrow up to a maximum of $45 million, so long as the combined amount borrowed
does not exceed $60 million. UNS Gas is only liable for UNS Gas’ borrowings, and similarly, UNS Electric is only
Ilable for UNS Electric's borrowings under the UNS Gas/UNS Electric Revolver. UES guarantees the obligations
of both UNS Gas and UNS Electric.

UNs: Gas and UNS Electric each have the option of paying interest at LIBOR plus 1.0% or the greater of the
federal funds rate plus 0.5% or the agent bank’s reference rate.

The UNS Gas/UNS Electric Revolver contains restrictions on additional indebtedness, liens, mergers and sales of
assels The UNS Gas/UNS Electric Revolver alsc contains a maximum leverage ratio and a minimum cash flow to
mterest coverage ratio for each borrower. As of December 31, 2007, UNS Gas and UNS Electric were each in
compllance with the terms of the UNS Gas/UNS Electric Revolver.

As of December 31, 2007, UNS Gas had no borrowings outstanding under the UNS Gas/UNS Electric revolving
credlt facility and $10 million in outstanding letters of credit. The outstanding letters of credit support gas
purchases and are off-balance sheet obligations for UNS Gas. UNS Electric had $26 million of borrowings
ouistandmg under the UNS Gas/UNS Electric revolving credit facility, at a weighted average interest rate of 5.89%.
As of Cecember 31, 2006, UNS Gas had no borrowings outstanding and UNS Electric had $19 million of
borrowmgs outstanding. These revolver balances were excluded from Current Liabilities and presented as Long-
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Term Debt, in the UniSource Energy balance sheets, as UNS Electric has the ability and the intent to have
outstanding borrowings under its revolving credit facilities for the next twelve months.

NOTE 8. FAIR VALUE OF FINANCIAL INSTRUMENTS

The carrying values and fair values of our financial instruments are as follows:

December 31,
2007 2006

Carrying Fair Carrying Fair
Value Value Value Value

-Millions of Dollars-

Assets:
TEP Investment in Springerville Lease Debt Securities $105 $ 109 $ 133 $ 139
TEP Investment in Springerville Lease Equity 48 43 48 48
Liabilities:
UniSource Energy Convertible Senior Notes 150 153 150 164
UniSource Energy Credit Agreement 4 41 27 27
TEP Secured Variable Rate 1DBs 329 329 329 329
TEP Coillateral Trust Bonds 138 141 138 142
TEP Unsecured |IDBs - Fixed Rate 354 357 354 359
UNS Gas Senior Unsecured Notes 100 106 100 102
UNS Electric Senior Unsecured Notes 60 60 60 60
UNS Electric Credit Agreement - Revalving Credit Facility 26 26 19 19

See Note 7 for a description of TEP’s investment in Springerville Lease Debt and Equity. TEP intends to hold the
$105 million investment in Springerville Lease Debt Securities to maturity {Springerville Coal Handling Facilities
lease debt totaling $34 miltion matures through July 1, 2011, and Springerville Unit 1 lease debt totaling $71 million
matures through January 1, 2013). This investment is stated at amortized cost, which means the purchase cost
has been adjusted for the amortization of the premium and discount to maturity.

TEP considers the purchase price of the Springerville Lease Equity to be a reasonable estimate of its fair
value.

UniSource Energy used quoted market prices to determine the fair value of the UNS Convertible Senior
Notes and TEP’s tax-exempt fixed rate obligations (Unsecured IDBs}).

TEP considers the principal amounts of variable rate debt outstanding to be reasonable estimates of their
fair value.

We determined the fair value of our remaining financial instruments (TEP Springerville Lease Debt Securities, TEP
Collateral Trust Bonds, and LUNS Gas and UNS Electric Senior Unsecured Notes) by calculating the present value
of the cash flows using a discount rate consistent with market yields generally available as of December 31, 2007
and December 31, 2006 for bonds with similar characteristics with respect to credit rating and time-to-maturity.
The use of different market assumptions and/or estimation methodologies may yield different estimated fair value
amounts.

The TEP Collatera! Trust Bonds are due in August 2008 and are included in Current Maturities of Long-Term Debt
in our balance sheets at December 31, 2007. The fair value was determined as described above. The carrying
amounts of our remaining current assets and liabilities approximate fair value.
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NOTE 9. STOCKHOLDERS’ EQUITY
|

DIVI;DEND LIMITATIONS

UniSource Energy

In February 2008, UniSource Energy declared a first quarter dividend to shareholders of $0.24 per share of
UmSource Energy Common Stock. The dividend, totaling approximately $8 million, will be paid on March 21, 2008
to common shareholders of record as of March 10, 2008. In 2007, UniSource Energy paid quarterly dlwdends to
the shareholders of $0.225 per share, for a total of $0.90 per share, or $32 million for the year. In 2006, UniSource
Energy paid quarterly dividends to the shareholders of $0.21 per share, for a total of $0.84 per share, or $29
mift:on for the year. During 2005, UniSource Energy paid quarterly dividends to the shareholders of $0.19 per
share for a total of $0.76 per share, or $26 million, for the year.

\
Ourjability to pay cash dividends on Common Stock outstanding depends, in part, upon cash flows from our
sub5|d1aries TEP, UES, Millennium and UED, as well as compliance with various debt covenant requirements.
As of December, 31, 2007, we complied with the terms of all such debt covenant requirements.

TEF

TER, paid dividends of $53 miilion in 2007, $62 million in 2006, and $46 million in 2005. UniSource Energy is the
holdler of TEP's common stock. TEP met the requirements discussed below before paying these dividends.

In D:ecember 2007, UniSource Energy contributed $18 million of capital to TEP.

Bani( Credit Agreement

TEP s Credit Agreement as of August 2006 allows TEP to pay dividends as long as TEP complies with the
agreement and certain financial covenants including quarterly limits on the ratio of total indebtedness to total
earnlmgs before interest expensefincome, income taxes and non-cash items. TEP is in compliance with these
covenants.

Federal Power Act

This Act states that dividends shall not be paid out of funds properly included in capital accounts. TEP’s 2007,
2006 and 2005 dividends were paid from current year earnings.

UNS Gas and UNS Electric

Res{nctlons placed on UNS Gas and UNS Electric limit UES’ ability to pay dividends. The 2003 UES Settlement
Agreement allows UNS Gas and UNS Electric to pay dividends greater than 75% of its earnings to UniSource
Energy when the ratio of common equity to total capitalization reaches 40%. As of December 31, 2007 and
December 31, 2008, both UNS Gas and UNS Electric met this ratio requirement. Additionally, the terms of the
senlor unsecured note agreements entered into by both UNS Gas and UNS Electric contain dividend restrictions.
See|Note 7. UES did not pay any dividends to UniSource Energy in 2007, 2006 or 2005,

UniSource Energy made capital contributions to UNS Electric of $10 million in each of the years 2007 and 2006.
Millennium and UED

In 2@07 Millennium paid a $15 million dividend to UniSource Energy. Millennium did not pay dividends to
UmSource Energy in 2006 or 2005. UED did not pay dividends to UniSource Energy in 2007, 2006 or 2005.
Millennlum and UED have no dividend restrictions.

|
UNISOURCE ENERGY SHAREHOLDER RIGHTS PLAN

In March 1999, UniSource Energy adopted a Shareholder Rights Plan. As of April 1, 1999, each Common Stock
sharleholder receives one Right for each share held. Each Right initially allows sharehotders to purchase
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UniSource Energy’s Series X Preferred Stock at a specified purchase price. However, the Rights are exercisable
only if & person or group (the “acquirer”) acquires or commences a tender offer to acquire 15% or more of
UniSource Energy Common Stock. Each Right would entitle the holder (except the acquirer) to purchase a
number of shares of UniSource Energy Common or Preferred Stock (or, in the case of a merger of UniSource
Energy into another person or group, commeon stock of the acquiring person) having a fair market value equal to
twice the specified purchase price. At any time until any person or group has acquired 15% or more of the
Common Stock, UniSource Energy may redeem the Rights at a redemption price of $0.001 per Right. The Rights
trade automatically with the Common Stock when it is bought and sold. The Rights expire on March 31, 2009,

NOTE 10. INCOME TAXES

We record deferred income tax assets and liabilities for amounts that will increase and decrease, respectively,
income taxes on future tax returns. We consider it more likely than not that all the deferred tax assets will be used
on a tax return. Consequently, we have not recorded a valuation allowance to reduce our deferred tax assets.

Deferred tax assets (liabilities) consist of the following:

December 31,

2007 2006
Gross Deferred Income Tax Liabilities
Plant — Net $ (334) $ (327)
Income Taxes Recoverable Through Future
Revenues Regulatory Asset (12) {15)
Transition Recovery Asset (9) (40)
Pensions (4) {3)
Unbilled Revenue - {(3)
Convertible Debt 4) {2)
Other {B) {8)
Gross Deferred Income Tax Liability {369) (398)
Gross Deferred Income Tax Assets
Capital Lease Obligations 152 181
Alternative Minimum Tax Credit{no expiration) 38 48
Accrued Postretirement Benefits 25 26
Emission Allowance Inventory 14 13
Customer Advances 11 11
Coal Contract Termination Fees 8 10
Unregulated Investment Losses 7 7
Vacation & Sick Accrual 3 3
Capital Loss Carryforwards 2 15
Other 19 15
Gross Deferred Income Tax Asset 279 329
Net Deferred Income Tax Liability $ (90) $ (69)

UniSource Energy has a capital loss carryforward of $4 million which expires in 2011. The $2 million of capitai
loss carryforward included in the above table is the tax benefit of the capitat loss.
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The balance sheets display the net deferred income tax liability as follows:

December 31,

2007 2006
Deferred Income Taxes — Current Assets $ 60 $ 58
Deferred Income Taxes — Noncurrent Liabilities {150) {127)
Net Deferred Income Tax Liability $ (90) $ (69)

As of December 31, 2007, UniSource Energy’s deferred income tax assets include $7 million related to
unregulated investment losses of Millennium, of which $3 million relates to Nations Energy. These losses have not
been reflected on our consolidated income tax returns. If UniSource Energy were unable to recognize such losses
through its consolidated income tax return in the foreseeable future, it would have to write-off these deferred tax
assets. Millennium expects to dispose of these investments in the foreseeable future and thereby recognize the
lossés on a consolidated tax return.

Income tax expense (benefit) included in the income statements consists of the following:

2007 2006 2005

Current Tax Expense

Federal $14 $37 $19
State 3 12 10
Total 17 49 29
Deferred Tax Expense (Benefit)
Federal 20 - 13
State 2 (5) (3)
Total 22 () 10
Increase (Reduction) in Valuation Allowance - - {1)

Total Federal and State Income Tax Expense
(before Discontinued COperations and
Cumulative Effect of Accounting Change) 39 44 38
Tax on Discontinued Operations - (2) (5)
Total Federal and State Income Tax Expense
{(including Discontinued Operations and
Cumulative Effect of Accounting Change) $ 39 $42 $33

The dlfferences between the income tax expense and the amount obtained by multiplying pre-tax income by the
U.S. statutory federal income tax rate of 35% are as follows:

2007 2006 2005

Federal Income Tax Expense at Statutory Rate $ 34 $ 40 $ 32
State Income Tax Expense, Net of Federal

Deduction 5 5 5
Depreciation Differences (Flow Through Basis) 3 2 3
Federal/State Tax Credits (2) (2) (1)
Other (1) ) (1)

Total Federal and State income Tax Expense
(before Discontinued Operations and
Cumulative Effect of Accounting Change) $ 39 $ 44 $ 38
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The Total Federal and State income Tax Expense in the tables above are included on UniSource Energy income
statement.

Uncertain Tax Positions

FIN 48, Accounting for Uncertainty in Income Taxes — An Interpretation of FAS 109 (FIN 48) issued July 20086,
requires us to determine whether it is “more likely than not” that we will sustain a tax position under examination.
Such a position is measured to determine the amount of benefit to recognize in the financial statements.
UniSource Energy adopted the provisions of FIN 48 on January 1, 2007. The cumulative effects of applying this
interpretation were recorded as an increase of less than $1 million to retained earnings and the recognition of a
$13 million uncertain tax liability. A reconciliation of the amount of uncertain tax liability recorded for 2007 is as
follows:

Unrecognized Tax Benefit at January 1, 2007 $ 13
Gross increase to tax benefit related to tax positions in prior year -
Gross decrease to tax benefit related to tax positions in prior year {1

Gross increase to tax benefit related to tax positions in current year -
Settlement with taxing authorities -
Lapse of Statute of Limitations -
Unrecognized Tax Benefits (Liability) at December 31, 2007 $ 12

If we recorded the unrecognized tax benefit at December 31, 2007, there would be no impact on our effective tax
rate. Itis reasonably possible that the total amounts of unrecognized tax benefits will significantly increase or
decrease within the next 12 months. However, an estimate of the range of the increase or decrease cannot be
made. Tax years 2002 through 2006 are open under Federal, Arizona and New Mexico statutes.

TEP recognizes interest accrued related to unrecognized tax benefits in Other Interest Expense in the income
statements. The total interest expense recognized for 2007 was $1 million and the balance of interest payable at
December 31, 2007 is $2 million. No penalties have been recognized.

Other Tax Matters

On its 2002 tax return, TEP filed for an automatic change in accounting method relating to the capitalization of
indirect costs to the production of electricity and self-constructed assets. We also used the new accounting
method on the 2003 and 2004 returns for TEP, UNS Gas and UNS Electric.

In 2005, the Internal Revenue Service issued a ruling limiting the ability of electric and gas utilities to use the new
accounting method. As a result, TEP, UNS Gas and UNS Electric amended their 2002, 2003 and 2004 federal
and state tax returns to remove the benefit previously claimed using the accounting method and remitted tax and
interest of $31 million, $1 million and $0.3 million, respectively, to the IRS and state tax authorities. Based on
settiement guidelines relating to the accounting method that were issued by the IRS in March 2007, TEP, UNS
Gas and UNS Electric have settled this issue with the IRS. In December 2007, TEP recorded the effect of the
settlement by recognizing $2 million of interest income. TEP anticipates receiving $12 miflion of taxes and interest
during 2008 which will have no impact on the overall tax provision or on net income.

NOTE 11. EMPLOYEE BENEFIT PLANS

PENSION BENEFIT PLANS

TEP, UNS Gas and UNS Electric maintain noncontributory, defined benefit pension plans for substantially all
regular employees and certain affiliate employees. Employees receive benefits based on their years of service
and average compensation. TEP, UNS Gas and UNS Electric fund the plans by contributing at least the minimum
amount required under Internal Revenue Service regulations. Additionally, we provide supplemental retirement
benefits to certain employees whose benefits are fimited by IRS benefit or compensation limitations.
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In 2008 TEP expects to contribute $9 million and UNS Gas and UNS Electric expect to contribute $1 million to the
pensmn plans.

|
OTHER POSTRETIREMENT BENEFI|T PLANS

TEP|provides limited health care and life insurance benefits for retirees. Al regular employees may become
eligible for these benefits if they reach retirement age while working for TEP or an affiliate. UNS Gas and UNS
Electric provide postretirement medical benefits for current retirees and a small group of active employees.

INCREMENTAL EFFECT OF APPLYING FAS 158

As alresult of applying FAS 158, Employers’ Accounting for Defined Benefit Pension and Other Postretirement
Plans, in December 2006, we are required to recognize the underfunded status of our defined benefit pension and
other postretirement plans as a liability on our consolidated balance sheets. The underfunded staius is measured
as the difference between the fair value of the plans assets and the projected benefit obligation for pension plans
or accumulated postretirement benefit obligation for other postretirement benefit plans. The adjustment required to
mma‘ly recognize the pension liability upon implementation of this statement resulted in recognition of a regulatory
asset for our regulated operations and an adjustment to Accumulated Other Comprehensive Loss for our
unregulated operations. We recorded the required increase in our other postretirement obligation as an
adjustment to Accumulated Other Comprehensive Loss as the ACC allows TEP, UNS Gas and UNS Electric to
recover other postretirement costs through rates only as benefit payments are made.

The following table presents the incremental effect of applying FAS 158, in combination with FAS 71, as well as
the change to the additiona! minimum pension liability, on individual line items in the balance sheet at December
31, 2006:

Before Application
of FAS 158 " Balances at
Application December
Preliminary of Pre- 31, 2006
Balances at FAS158 After
December Accounting FAS 158  Application
Balance Sheet Line Items: 31, 2006 Guidance  Adjustment of FAS 158
- Millions of Dollars -
Other Assets $ 29 $ 9 $ (16) $ 22
Other Regulatory Assets 20 4 28 52
Total Assets 2,598 13 12 2,623
Deferred Income Taxes - Noncurrent 156 9 Y] 155
Other Liabilities 100 (9) 36 127
Total Deferred Credits and Other Liabilities 336 - 26 362
Accumulated Cther Comprehensive Loss
(Net of Tax) 16 14 {15) 15
Total Stockholders' Equity 556 14 (15) 555

Prior to the application of FAS 158, the accounting guidance (Pre-FAS 158) required TEP to adjust its minimum
pensmn liability in Accumulated Other Comprehensive Loss to reflect the underfunded status of its plans based on
the accumulated benefit obligation. After the implementation of FAS 158 and before applying the provisions of
FAS 71, TEP had an accumulated comprehensive loss balance (net of tax} of $35 million attributable to its pension
and qther postretirement benefit obligations. TEP subsequently recorded a regulatory asset of $32 million and an
offsetting reduction on an after-tax basis of accumulated other comprehensive loss of $19 million, representing a

reasqnable approximation of the actuarial losses and prior service costs of TEP's pension plans that are probable

of recovery in rates by its regulated operations in future periods.

UNS pas and UNS Electric were not required to record a minimum pension liability under Pre-FAS 158 accounting
gwdance Following the implementation of FAS 158, UNS Gas and UNS Electric recorded a combined regulatory
pensnon asset and increase in pension liability of $3 million. The impact of FAS 158 on the postretirement plans of
UNS Gas and UNS Electric was less than $1 miblion.
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The pension and other postretirement benefit related amounts {(excluding tax balances) included in the UniSource
Energy balance sheet are:

Other
Postretirement
Pension Benefits Benefits
Years Ended December 31,
2007 2006 2007 2006

-Millions of Dollars-
Regulatory Pension Asset included in Other Regulatory

Assets $ 16 $ 35 $ - $ -
Accrued Benefit Liability included in Accrued Employee
Expenses - - (4) (3)
Accrued Benefit Liability included in Pension and Other
Postretirement Benefits (16) (42) {60) {63)
Accumulated Other Comprehensive Loss 10 17 6 8
Net Amount Recognized $ 10 $ 10 $ (58) $ (58)

The table above includes a combined accrued pension benefit liability of approximately $3 million and a
postretirement benefit liability of less than $2 million for UNS Gas and UNS Electric, for each period presented, in
addition to the minimal FAS 158 impact previously noted.

OBLIGATIONS AND FUNDED STATUS

We measured the actuarial present values of all pension benefit obligations and other postretirement benefit plans
at December 1. FAS 158 requires the measurement date to be changed to the end of the year effective December
31, 2008. The tables below include TEP, UNS Gas and UNS Electric plans. The change in projected benefit
obligation and plan assets and reconciliation of the funded status are as follows:

Other Postretirement

Pension Benefits Benefits
Years Ended December 31,
2007 2006 2007 2006

-Millions of Dollars-
Change in Projected Benefit Obligation

Benefit Obligation at Beginning of Year $ 218 $ 208 $ 66 $ 70
Actuarial (Gain) Loss {17) - (1) (7)
Interest Cost 13 12 4 4
Service Cost 8 7 2 2
Amendments - - (3) -
Benefits Paid (13) 9 {3) (3)
Projected Benefit Obligation at End of Year 209 218 65 66
Change in Plan Assets
Fair Value of Plan Assets at Beginning of Year 176 149 - -
Actual Return on Plan Assets 20 21 - -
Benefits Paid (13) 9) (4) (3)
Employer Contributions 10 15 4 3
Fair Value of Plan Assets at End of Year 193 176 - -
Funded Status at End of Year $ (16) $ (42) $ (65) $ (66)

The tables above include a combined pension benefit obligation of less than $8 million and plan assets of less than
$5 million for UNS Gas and UNS Electric for all periods presented.
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The following table provides the components of UniSource Energy’s accumulated other comprehensive loss and
regu!atory assets that have not been recognized as components of net periodic benefit cost as of December 31,
2007:

Other
‘ Pension Postretirement
Benefits Benefits
| -Millions of Dollars-
|Net Loss $ 19 $ 14
Prior Service Cost {Benefit) 7 {8)

The accumulated benefit obligation for all defined benefit pension plans was $180 million at December 31, 2007
and $184 million at December 31, 2006. Changes in actuarial assumptions including an increase in the discount
rate itmpacted the accumulated benefit obligation.

December 31,
2007 2006
-Millions of Dollars-

nformation for Pension Plans with an Accumulated
Benefit Obligation in Excess of Plan Assets:

Projected Benefit Obligation at End of Year $ 10 $ 116
Accumulated Benefit Obligation at End of Year 7 100
Fair Value of Plan Assets at End of Year - 89

At December 31, 2006, three UniSource Energy defined benefit pension plans had accumuiated benefit obligations
in excess of plan assets. Due to 2007 contributions and returns on plan assets and the favorable impact on the
accumulated benefit obligations of the increase in the discount rate, only the Supplemental Executive Retirement
Pian,which is unfunded, has an accumulated benefit obligation in excess of plan assets at December 31, 2007.

The components of net periodic benefit costs are as follows:

Other Postretirement
Pension Benefits Benefits
Years Ended December 31,
2007 2006 2005 2007 2006 2005
-Millions of Dollars-

Components of Net Periodic Cost

Service Cost $ 8 $ 7 $ 7 $ 2 $ 2 $ 2
Interest Cost 13 12 1 4 4 4
Expected Return on Plan Assets {14) (13) (11 .« - -
Prior Service Cost Amortization 1 2 2 {2y (1) (nm
Recognized Actuarial Loss 2 3 3 1 1 2

Net Periodic Benefit Cost $ 10 $ 11 $ 12 $ 5 $ 6 $ 7
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The amounts recognized in Other Comprehensive Income (OCl) or as regulatory assets are as follows:

Pension Benefits

2007 2006 2005
Regulatory Regulatory Regulatory
Asset OClI Asset OClI Asset OCl
Changes in Plan Assets and Benefit
Obligations Recognized in OCl or as
Regulatory Assets
Current Year Actuarial (Gain) Loss $ (16) $ (6) $ - $ - s - $ -
Amortization of Actuarial Gain (Loss) (1) &) - - - -
Prior Service (Cost) Amortization {1) (1) - - - -
Change in Additional Minimum Liability - - 4 {23) - 3
Total Recognized in OCl or as

Regulatory Assets $ (18) $ (8) $ 4 $(23) $ - $3

Other Postretirement Benefits
2007 2006 2005
-Millions of Dollars-

Changes in Benefit Obligation Recognized in OCI

Current Year Actuarial (Gain) Loss $ (1) $ - $ -
Amortization of Actuarial Gain (Loss) {1) - -
Prior Service Cost (Credit) {2) - -
Prior Service {Cost) Amortization 2 - -

Total Recognized in OCI $ (2) $ - $ -

For all pension plans, we amortize prior service costs on a straight-line basis over the average remaining service
period of employees expected to receive benefits under the plan. We will amortize less than $1 million estimated
net loss and $2 million prior service cost from accumulated other comprehensive income and other regulatory
assets into net periodic benefit cost in 2008. The estimated net loss and prior service benefit for the defined
benefit postretirement plans that will be amortized from accumulated other comprehensive income into net periodic
benefit cost in 2008 are $1 million and $2 million, respectively.

Other Postretirement

Pension Benefits Benefits
2007 2006 2007 2006
Weighted-Average Assumptions Used to Determine
Benefit Obligations as of Decembker 1,
Discount Rate 6.6 -6.8% 5.9% 6.5% 5.6%
Rate of Compensation Increase 3.0-5.0% 3.0-50% N/A N/A
Other Postretirement
Pension Benefits Benefits
2007 2006 2007 2006
Weighted-Average Assumptions Used to
Determine Net Periodic Benefit Cost for Years
Ended December 31,
Discount Rate 5.9% 58-59% 56-58% 5.8%
Rate of Compensation Increase 3.0-50% 3.0-5.0% N/A N/A
Expected Return on Plan Assets 8.3% 8.3% N/A N/A
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Net penodm benefit cost for the other postretirement benefit plan was remeasured as of January 1, 2007 to reflect
the plan amendment communicated to plan participants on January 2, 2007. A discount rate of 5.6% was used for
the January 2007 portion of the expense, while a discount rate of 5.8% was used for the remaining eleven months.

Net perlodlc benefit cost is subject to varicus assumptions and determinations, such as the discount rate, the rate
of compensatlon increase, and the expected return on plan assets. We estimated the expected return on plan
assets based on a review of the plans’ asset allocations. We also consulted with a third-party investment
consultant and the plans’ actuary who consider factors such as:
+ market and economic indicators
historical market returns
correlations and volatility
central banks’ and government treasury departments’ forecasts and objectives, and

| recent professional or academic research,
Changes that may arise over time with regard to these assumptions and determinations will change amounts
recorded in the future as net periodic benefit cost.

*_o_a_=»

December 31,

2007 2006
Assumed Health Care Cost Trend Rates
Health Care Cost Trend Rate Assumed for Next Year 8% 9%
Ultimate Health Care Cost Trend Rate Assumed 5% 5%
Year that the Rate Reaches the Uitimate Trend Rate 2013 2013

Assumed health care cost trend rates significantly affect the amounts reported for health care plans. A one-
percentage point change in assumed health care cost trend rates would have the following effects on the
December 31, 2007 amounts:

One-Percentage- One-Percentage-
Point Increase Point Decrease
-Millions of Dollars-
Effect on Total of Service and Interest Cost Components $ 1 $ 1
Effect on Postretirement Benefit Obligation 4 (4)

]
PENSION PLAN ASSETS

TEP,jUNS Gas and UNS Electric calculate the fair value of plan assets on December 1, the measurement date.
TEP's pension plan asset allocations at December 31, 2007 and 2006 by asset category follow:

Plan Assets
December 31,
2007 2006
Asset Category

Equity Securities 54% 67%
Debt Securities 27% 23%
Real Estate 10% © 10%

Other 9% -
Total 100% 100%

TEP=- investment policy for the pension plans targets exposure to the various asset classes in the following

aHocanns equity securities 50%, debt securities 25%, other 15%, and real estate 10%. TEP rebalances the
portfollo when the portfolio allocation is not within the desired range of exposure. The plan seeks to provide
returns in excess of a portfolio benchmark. A third party investment consultant tracks the plan's portfolio relative to
the benchmark and provides quarterly investment reviews which consist of a performance and risk assessment on
all investment managers and on the porifolio.
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Investment managers for the plan may use derivative financial instruments for risk management purposes or as a
part of their investment strategy. Currency hedges have also been used for defensive purposes. Real estate
managers use leverage but it is limited by investment policy.

The UNS Gas and UNS Electric pension plan provides exposure to equity and debt securities by investing in a
balanced fund. At December 31, 2007, the fund held 66% equity securities, 33% fixed income securities, and 1%
cash. The fund will hold no more than 75% of its total assets in equity securities.

ESTIMATED FUTURE BENEFIT PAYMENTS

TEP expects to pay the following benefit payments, which reflect future service, as appropriate.

Other
Pension Postretirement
Benefits Benefits
-Millions of Dollars-
2008 $6 $ 4
2009 8 5
2010 9 5
2011 10 6
2012 11 6
Years 2013-2017 73 32

UNS Gas and UNS Electric expect to pay pension and postretirement benefits of approximately $1 million in 2008
through 2012 and $3 million in 2013 through 2016.

DEFINED CONTRIBUTION PLANS

TEP, UNS Gas and UNS Electric offer defined contribution savings plans to all eligible employees. The Internal
Revenue Code identifies the plans as qualified 401(k) plans. Participants direct the investment of contributions to
certain funds in their account which may include a UNS stock fund. TEP, UNS Gas, and UNS Electric match part
of a participant's contributions to the plans. TEP made matching contributions to these plans of approximately $4
million in 2007, $4 million in 2006 and $3 million in 2005. UNS Gas and UNS Electric made matching contributions
of less than $0.5 million in each of 2007, 2006, and 2005.

NOTE 12. SHARE-BASED COMPENSATION PLANS

Under the 2006 Omnibus Stock and Incentive Plan, the Compensation Committee of the UniSource Energy Board
of Directors may issue various types of share-based compensation, including stock options, restricted shares/units,
and performance shares. The total number of shares which may be awarded under the Plan cannot exceed 2.25
million shares. At December 31, 2007, the total number of shares awarded under the 2006 Omnibus Stock and
Incentive Plan was 0.5 million shares.

STOCK OPTIONS

Stock options are granted with an exercise price equal to the fair market value of the stock on the date of grant,
vest over three years, become exercisable in one-third increments on each anniversary date of the grant and
expire on the tenth anniversary of the grant. Compensation expense is recorded on a straight-line basis over the
service period for the total award based on the grant date fair value of the options less estimated forfeitures. For
awards granted to retirement eligible officers, compensation expense is recorded immediately. Certain stock
option awards accrue dividend equivalents that are paid in cash on the earlier of the date of exercise of the
underlying option or the date the option expires. Compensation expense is recognized as dividends are paid.
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The falr value of each option award is estimated on the date of grant using the Black-Scholes-Merton option
pncmg model with the assumptions noted in the following table. The expected term of options granted was
estimated using a “simpiified” method which considers the 3 year vesting pericd and the contractual term. The
rlsk-free rate is based on the rate available on a U.S. Treasury Strip with a maturity equal to the expected term of
the ophon at the time of the grant. Expected volatility was based on historical volatility for UniSource Energy’s
stock for the past 6 years, the expected term. The expected dividend yield on a share of stock was calculated
usmg the historical dividend yield with the implicit assumption that current dividend yields wili continue in the

future.
2007 2006 2005
Expected Term (years) 6 6 6
Risk-free Rate 4.4% 4 97% 4 .00%
Expected Volatility 20.2% 22.57% 22.94%
Expected Dividend Yield 2.4% 2.45% 2.54%
Weighted-Average Grant-Date Fair Value of
Options Granted During the Period $8.13 $7.38 $7.39
A summary of the stock option activity follows:
(Shares in Thousands) 2007 2006 2005
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
Stock Options Shares Price Shares Price Shares Price
Outstanding, Beginning of Year 1,388 $18.59 1,537 $16.75 2,076 $16.19
Granted 184 $37.88 187 $30.55 50 $33.55
Exercised (120) $16.56 (304) $15.97 (582) $16.18
ﬁorfeited (1) $12.28 (32) $25.14 (7} $17.87
Outstanding, End of Year 1,451  $21.21 1,388 $18.59 1,537 $16.75
Exercisable, End of Year 1,139 $17.43 1,188 $16.49 1,480 $16.18
Aggregate Intrinsic Value of
Options Exercised ($000s) $2,226 $4,687 $7.983
At Degember 31,2007 ($000s)
Aggregate Intrinsic Value for Options Qutstanding $16,170
Aggregate Intrinsic Value for Options Exercisable $16,068
Weighted Average Remaining Contractual Life 4.5 years
Welghted Average Remaining Contractual Life of Exercisable Shares 3.5 years
A summary of stock option activity follows:
Options OQutstanding Options Exercisable
Weighted-
Average Weighted- Weighted-
Number of Remaining Average Number Average
Range of Shares Contractual Exercise of Shares Exercise
Exercise Prices {000s) Life Price {000s) Price
$11.00 - $15.56 484 2 years $14.29 484 $14.29
$16.78 - $18.84 572 4 years $18.01 572 - $18.01
$30.55 - $37.88 395 8.7 years $34.35 82 $31.76
-104-




UNISOURCE ENERGY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

We summarize the status of nonvested stock options as of December 31, 2007, and changes during 2007 below:

Number of Shares Weighted-Average
Nonvested Shares {000s) Grant-Date Fair Value
Nonvested at January 1, 2007 194 $7.38
Granted 184 $8.13
Vested {66) $7.39
Nanvested at December 31, 2007 312 $7.83

RESTRICTED STOCK UNITS/AWARDS AND PERFORMANCE SHARES
Restricted Stock Units

Restricted stock and stock units are generally granted under the Plan to non-employee directors. Restricted stock
is an award of Common Stock that is subject to forfeiture if the restrictions specified in the award are not satisfied.
Stock units are a non-voting unit of measure that is equivalent to one share of Common Stock. The directors may
elect to receive stock units in lieu of restricted stock. Restricted stock generally vests over periods ranging from
one to three years and are payable in Common Stock. Stock units vest either immediately or over periods ranging
from one to three years. The restricted stock units vest immediately upon death, disability, or retirement. In the
January following the year the person is no longer a Director, Common Stock shares will be issued for the vested
stock units. Compensation expense equal to the fair market value on the grant date is recognized over the vesting
period. Fully vested but undistributed stock unit awards accrue dividend equivalent stock units based on the fair
market value of common shares on the date the dividend is paid. Compensation expense is recognized when
dividends are paid.

in 2007, the Compensation Committee of the UniSource Energy Board of Directors granted 17,857 stock units at a
weighted average fair value of $37.30 per share to non-employee directors. In 2006, we granted 17,151 stock
units to non-employee directors at a weighted-average fair value of $30.76 per share on the grant date. In 2005,
we granted 13,213 stock unit awards at a weighted-average fair value of $29.72 per share on the grant date.

Restricted Stock Awards

We did not grant any restricted stock awards in 2007 or 2006. In 2005, we granted 3,264 restricted stock awards
to non-employee directors at a fair value of $24.51 per share on the grant date. These awards vest over 3 years.

Performance Share Awards

On March 20, 2007, the Compensation Committee of the UniSource Energy Board of Directors granted 37,270
performance share awards (targeted shares) to certain officers at a grant date fair value of $35.56 per share
(market price of $37.88 less the present value of expected dividends of $2.32). The performance share awards
will be paid out in shares of UniSource Energy Common Stock based on UniSource Energy’s performance over
the performance period of January 1, 2007 through December 31, 2009.

In May 2006, 45,520 performance share awards (targeted shares) were granted to certain officers at a grant date
fair value of $28.39 per share (market price of $30.55 less the present value of expected dividends of $2.16). The
performance share awards will be paid out in shares of UniSource Energy Common Stock based on UniSource
Energy's performance over the period of January 1, 2006 through December 31, 2008.

The performance criteria specified in the awards is determined based on targeted UniSource Energy cumulative
Diluted Earnings per Share and cumulative Cash Flow from Operations during the performance period. The
performance shares vest ratably over the performance period and any unearned awards are forfeited.
Compensation expense equal to the fair market value on the grant date less the present value of expected
dividends is recognized over the vesting period if it is probable that the performance criteria will be met.
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Performance Shares Restricted Stock Units

Weighted- Weighted-

Average Average

Shares Grant-Date Shares Grant-Date

{000s) Fair Value {000s) Fair Value
Non-vested at January 1, 2007 41 $28.39 21 $28.68
Granted 37 $35.56 18 $37.30
Vested - - {19) $29.17

Forfeited (6) $32.52

Non-vested at December 31, 2007 72 $31.77 20 ' $35.91

SHARE BASED COMPENSATION EXPENSE (Stock Options, Performance Shares and Restricted Stock
Umts)

Annually during 2005 through 2007, TEP recorded share-based compensation expense of $2 million. UniSource
Energy recorded share-based compensation expense of $3 million in 2007 and $2 million annually in 2006 and
2005 The actual tax deduction realized from the exercise of share-based payment arrangements totaled $0.5
m|II|on in 2007, $2 million in 2008, and $3 million in 2005. We did not capitalize any share-based compensation
costs.

At December 31, 2007, the total unrecognized compensation cost related to non-vested share-based
compensatlon was $2 million, which will be recorded as compensation expense over the remaining vesting periods
through March 2010. The total number of shares awarded but not yet issued, including target performance based
shares, under the share-based compensation plans at December 31, 2007 was 2 million.

NOTE 13. UNISOURCE ENERGY EARNINGS PER SHARE (EPS)

We compute basic EPS by dividing Net Income by the weighted average number of common shares outstanding
dunng the period. Except when the effect would be anti-dilutive, the diluted EPS calculation includes the impact of
shares that could be issued upon exercise of ocutstanding stock options, contingently issuable shares under equity-
based awards or common shares that would result from the conversion of convertible nates. The numerator in
calculatmg diluted earnings per share is Net Income adjusted for the interest on convertible notes (net of tax) that
would not be paid if the notes were converted to common shares.

The [following table shows the effects of potential dilutive common stock on the weighted average number of
shares:

Years Ended December 31,
2007 2006 2005
~ In Thousands-

Numerator
Net Income $ 58,373 $ 67447 $ 46,144
Income from Assumed Conversion of Convertible Senior Notes 4,390 4,390 3,654
Adjusted Numerator $ 62,763 $ 71837 § 49,798
D\enominator:
Weighted-average Shares of Common Stock Outstanding 35,486 35,264 34,798
Effect of Diluted Securities
Convertible Senior Notes 4,000 4,000 3,345
Options and Stock Issuable under Employee Benefit Plans and
the Directors’ Plan 583 601 708
Total Shares 40,069 39,865 38,851

Stock options to purchase an average of 169,000 and 67,000 shares of Common Stock were outstanding during
2007, and 2006, respectively, but were not included in the computation of EPS because the stock option's exercise
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price was greater than the average market price of the Common Stock at year end. There were no outstanding
options excluded from the computation of EPS during the year ended December 31, 2005.

NOTE 14. RELATED PARTIES

UniSource Energy incurs corporate costs that are allocated to its subsidiaries, including TEP. Corporate costs are
allocated based on a weighted-average of three factors: assets, payroll and revenues. Management believes this
method of allocation is reasonable and approximates the cost that TEP and its other affiliates would have incurred
as stand-alone entities. Charges allocated to TEP were $7 million each in 2007 and 2006, and $5 million in 2005.
Charges allocated to UNS Gas and UNS Electric were $1 million each in 2007 and 2006 and $0.5 million each in
2005.

TEP provides all corporate services (finance, accounting, tax, information technology services, etc.) to UniSource
Energy, UNS Gas and UNS Electric as well as to UniSource Energy’s non-utility businesses. Costs are directly
assigned to the benefiting entity where possible. Common costs are allocated on a cost-causative basis.
Management believes this method of allocation is reasonable. The charges by TEP to the other companies were
$14 million in 2007, $9 million in 2008, and $8 million in 2005.

Globa! Solar, previously Millennium’s largest subsidiary, develops and manufactures light weight thin-film
photovoltaic cells and panels. Global Solar is reflected in these financial statements as discontinued operations.
See Note 15. Global Solar did not record any revenue from transactions with TEP in 2006. Global Solar recorded
revenue from transactions with TEP of less than $1 million in 2005.

Southwest Energy Solutions, Inc. (SES), a subsidiary of Millennium, provides a supplemental workforce for TEP
and UNS Electric. Types of services provided for TEP include dusk to dawn lighting, facilities maintenance, meter
reading, transmission and distribution, line locating, and general supplemental support. SES bills TEP for these
services. Management believes that the charges for services are reasonable and approximate the cost that TEP
would have incurred if it performed these services directly. SES charged TEP $14 million in 2007, $14 million in
2006, and $12 mitlion in 2005 for these services. SES provides meter reading services for UNS Electric. SES
charged UNS Electric $1 million for these services in 2007, 2006 and 2005.

Haddington Energy Partners Il, LP (Haddington) funds energy-related investments. A member of the UniSource
Energy Board of Directors had an investment in Haddington but redeemed his interest in that investment in 2007
and no longer has any role with respect to Haddington other than the right to receive a certain percentage of
proceeds from a disposition of remaining Haddington assets.

Carboelectrica Sabinas, S. de R.L. de C.V. (Sabinas) is a Mexican limited liability company created to develop up
to 800 megawatts (MW) of coal-fired generation in the Sabinas region of Coahuila, Mexico. Millennium owns 50%
of Sabinas. Altos Hornos de Mexico, S.A. de C.V. (AHMSA) and affiliates own the other 50%. UniSource
Energy’s Chairman, President and Chief Executive Officer is on the board of directors of AHMSA. As of December
31, 2007, Millennium's remaining investment in Sabinas is $14 million.

NOTE 15. DISCONTINUED OPERATIONS

In January 2006, UniSource Energy’s Board of Directors approved a plan to dispose of its investment in Global
Solar to a third party. Global Solar appears in these financial statements as discontinued operations.

On March 31, 2006, UniSource Energy sold all of the capital stock of Global Solar to a third party. UniSource
Energy received $16 million in cash as part of the transaction; a portion of the proceeds was used to satisfy $10
million of secured promissory notes held by a UniSource Energy subsidiary. In addition to the cash purchase
price, UniSource Energy received a ten-year option to purchase between 5 and 10 percent of the common stock of
Global Solar. The option is only exercisable after the seventh anniversary of the closing or upon the occurrence of
certain events including a sale of all or substantially all of the assets of Global Solar, a merger, a change of control
transaction, an initia! public offering of Global Solar common stock or the payment by Global Solar of dividends in
excess of specified amounts. For accounting purposes, no value was assigned to this repurchase option.
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Listéd below are the major classes of assets and liabilities related to the sale of Global Solar as of December 31:

f 2005
f -Millions of Dollars-
Assets
Property, Plant and Equipment, net $ 10
[ Goodwill 3
Noncurrent Assets of Subsidiary Held for Sale $ 13
‘ Trade Accounts Receivable $ 1
| Inventory 4
Deferred Income Taxes - Current 12
Current Assets of Subsidiary Held for Sale $ 17
Liabilities
Accounts Payable $ 2
Current Liabilities of Subsidiary Held for Sale $ 2

The‘ following summarizes the amounts included in Discontinued Operations — Net of Tax for all periods presented

Years Ended December 31,

| 2007 2006 2005
I -Miflions of Dollars-
! Revenues from Discontinued Operations $8 - $ 1 $ 5
I
Loss from Discontinued Qperations Before income Taxes - (4} {10}
Income Tax Benefit - (2) (5)
Discontinued Operations — Net of Tax $ - $ @ $ (5
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NOTE 16. SUPPLEMENTAL CASH FLOW INFORMATION

A reconciliation of net income to net cash flows from operating activities follows:

UniSource Energy

Years Ended December 31,

2007 2006 2005
-Thousands of Dollars-
Net Income $ 58,373 3 67447 $ 46,144
Adjustments to Reconcile Net Income
To Net Cash Flows from Operating Activities
Depreciation and Amortization Expense 140,638 130,502 132,577
Depreciation and Amortization Recorded to Fuel and Other O&M
Expense 6,897 7,604 6,496
Amortization of Transition Recovery Asset 77,681 65,985 56,418
Mark-to-Market Transactions 2,459 {929) 1,259
Net Unrealized Loss {(Gain) on MEG Trading Activities 2,562 9,955 {10,764)
Amortization of Deferred Debt-Related Costs included in
Interest Expenge 3,831 4622 4730
Loss on Extinguishment of Debt - 1,080 5,261
Provision for Bad Debts 3,592 3,439 2,696
Deferred Income Taxes 22,021 (5.530) 7,851
Pension and Postretirement Expense 14,442 17,753 18,050
Pension and Postretirement Funding {13,809) {12,557) (14,465)
Share Based Compensation Expense 2,693 2,276 780
Excess Tax Benefit from Stock Option Exercises {541) (1,501) (2,527)
Changes in Assets and Liabilities which Provided {Used)
Cash Exclusive of Changes Shown Separately
Accounts Receivable 4,981 (33,335) 985
Materials and Fuel Inventory {8,805) {7.912) (8,433)
Over/Under Recovered Purchased Gas Cost 2,377 4,808 (4,037)
Accounts Payable {5,057) 9,163 (3,516)
Income Taxes Payable {2,895) (11,896) 13,598
Interest Accrued 10,031 7,814 8,282
Taxes Other Than Income Taxes 1,344 453 541
Other (49) 24,332 11,999
Cumulative Effect of Accounting Change-Net of Tax - - 626
Discontinued Operations — Net of Tax - 1,796 5,483
Net Cash Used by Operating Activities of Discontinued
Operations - {2,710) (6,151)
Net Cash Flows — Operating Activities $322,766 3282659 $273,883

Non-cash investing and financing activities of UniSource Energy that affected recognized assets and liabilities but

did not result in cash receipts or payments were as follows:

Years Ended December 31,

2007 2006 2005
-Thousands of Dollars-
Additions to Utility Plant $24915 $ (3,434) $ 9,439
Net Cost of Removal of Interim Retirements 21,31 6,859 10,367
Capital Lease Obligations 13,259 12,808 12,720
Preliminary Engineering Fees 212 - 3,691

The non-cash additions to Utility Plant represent accruals for capital expenditures.
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The!non—cash net cost of removal of interim retirements represents an accrual for future asset retirement
obligations.

The non-cash change in capital lease obligations represents interest accrued for accounting purposes in excess of
intefrest payments in 2007, 2006 and 2005.

The'non-cash preliminary engineering fees represent costs incurred related to potential capital projects that are
recorded in other assets and subsequently reclassified to construction work in progress upon affirmation the
capqtal project will be undertaken.

|
NOTE 17. QUARTERLY FINANCIAL DATA (UNAUDITED)

Our quarterly financial informaticn is unaudited but, in management's opinion, includes all adjustments necessary
for a fair presentation. Qur utility businesses are seasonal in nature. Peak sates periods for TEP and UNS
Electnc generally occur during the summer months and peak sales periods for UNS Gas generally occur during
the wmter months. Accordingly, comparisons among quarters of a year may not represent overall trends and
changes in operations.

UniSource Energy

First Second Third Fourth

-Thousands of Dollars-
{except per share data}

l

|

|

l
2007

Operating Revenue $317,841 $329,772  $398,204  $335,556
Operatlng Income 38,199 47,131 71,608 55,967
Net Income 4,943 11,806 25417 16,207
Baeic EPS 0.14 0.33 0.72 0.46
Diluted EPS 0.14 0.32 0.66 0.43
2006
|
Op:erating Revenue $305,426  $315,391 $369,768 $317,556
Operatlng Income 64,088 47,791 80,635 47,632
Income Before Discontinued Operations 19,491 9,998 28,203 11,551
Dlscontlnued Operations - Net of Tax (2,669) - - 873
Net Income 16,822 9,998 28,203 12,424
Basic EPS
Income Before Discontinued Operations 0.56 0.28 0.80 0.33
Dlscontlnued Operations — Net of Tax (0.08) - - 0.02
Net Income 0.48 0.28 0.80 0.35
Diluted EPS
Inoome Before Discontinued Operations 0.52 0.28 0.73 0.32
Discontinued Operations ~ Net of Tax (0.07) - - 0.02
0.45 0.28 0.73 0.34

Net Income
|

EPS is computed independently for each of the quarters presented. Therefore, the sum of the quarterly EPS

amounts may not equal the total for the year.

The'principal unusual items include:

+  Fourth Quarter 2007: In the fourth quarter of 2007, TEP recorded adjustments relating to periods prior
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First Quarter 2006: On March 31, 2008, Millennium sold Global Solar for $16 million in cash and an
option to purchase, under certain conditions, 5% to 10% of Global Solar at a future date. The option is
exercisable, upon the occurrence of certain events, beginning in April 2013 and expires in April 2016. In
the first quarter of 2006, UniSource Energy recorded an after-tax loss of approximately $3 million related
to the discontinued operations and disposal of Global Solar.
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GLOSSARY OF TERMS

TLe abbreviations and acronyms used in the 2007 Annual Report are defined below:

Citizens.................coiiiine.
(%ol!ateral Trust Bonds..........

C:ommon Stock.........o

Company or UniSource Energy
Cpoling Degree Days...........

FAS 133....ovvireroeee,

|
FAS 143,

|
FourCorners........................
Global Solar.........................
|
{
Haddington.........................

ITIeating Degree Days............

Arizona Corporation Commission.

The order approved by the ACC in November 1997 allowing TEP to
form a holding company.

Alternative Minimum Tax.

Arizona Public Service Company.

Black Mountain Generating Station under development by UED.

British thermal unit(s).

The ability to produce power; the most power a unit can produce or the
maximum that can be taken under a contract; measured in MWs.

Citizens Communications Company.

Bonds issued under the Indenture of Trust, dated as of August 1, 1998, of TEP
to The Bank of New York, successor trustee.

UniSource Energy's common stock, without par value.

UniSource Energy Corporation.

An index used to measure the impact of weather on energy usage
calculated by subtracting 75 from the average of the high and low
daily temperatures.

Demand side management.

An allowance issued by the Environmental Protection Agency which
permits emission of one ton of sulfur dioxide or one ton of nitrogen
oxide. These allowances can be bought and sold.

The amount of power produced over a given period of time; measured
in MWh.

The Environmental Protection Agency.

Energy Service Provider.

Statement of Financial Accounting Standards No. 71: Accounting for
the Effects of Certain Types of Regulation.

Statement of Financial Accounting Standards No. 133: Accounting for
Derivative Instruments and Hedging Activities, as amended.

Statement of Financial Accounting Standards No. 143: Accounting for
Asset Retirement Obligations.

Federal Energy Regulatory Commission.

Competition Transition Charge of approximately $0.009 per kWh that is
included in TEP's retail rate for the purpose of recovering TEP's
$450 million TRA by December 31, 2008.

Four Corners Generating Station.

Global Solar Energy, Inc., a company that develops and manufactures
thin-film photovcltaic cells. Millennium sold its interest in Global Solar in
March 2008,

Haddington Energy Partners Il, LP, a limited partnership that funds
energy-related investments.

An index used to measure the impact of weather on energy usage
calculated by subtracting the average of the high and low daily
temperatures from 65.

Implementation Cost Regulatory Asset.

Industrial development revenue or pollution control revenue bonds.

Internal Revenue Service.

Independent System Operator.

Investment Tax Credit.

Kilowatt-hour(s).

Kilovolt(s).

London Interbank Offered Rate.

Luna Energy Facility.

Forward energy sales and purchase contracts that are considered to be
derivatives are adjusted monthly by recording unrealized gains and losses
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Springerville......................
Springerville Coal Handling
Facilities Leases...........

Springerville Common

Facilities..............ooviee

Springerville Common

Facilities Leases...........

Springerville Unit 1.............
Springerville Unit 1 Leases

Springerville Unit 2.............
Springerville Unit 3.............
Springerville Unit4.............

Sundtlease.............ooveeee.
SundtUnitd......................

to reflect the market prices at the end of each month.
Millennium Environment Group, Inc., a wholly-owned subsidiary of
Millennium, which manages and trades emission allowances
and related financial instruments.
MicroSat Systems, Inc. is a company formed to develop and
commercialize small-scale satellites. Millennium currently owns 35%.
Millennium Energy Holdings, Inc., a whally-owned subsidiary of
UniSource Energy.
Million British Thermal Units.
TEP's Indenture of Mortgage and Deed of Trust, dated as of December 1, 1992,
to the Bank of New York, successor trustee, as supplemented.
Bonds issued under the Mortgage.
Megawatt(s).
Megawaltt-hour(s).
Navajo Generating Station.
Net Operating Loss carryback or carryforward for income tax purposes.
Purchased Gas Adjuster, a retail rate mechanism designed to recover
the cost of gas purchased for retail gas customers.
An Arizona Court of Appeals decision issued in 2005 that invalidated portions
of the ACC’s Retail Electric Competition Rules.
Public Service Company of New Mexico.
PNM Resources.
Purchased Power and Fuel Adjustment Clause.
Pinnacle West Marketing and Trading.
Renewable Energy Standard and Tariff rules approved by the ACC in October
2006.
$221 million of fixed-rate tax-exempt bonds that TEP purchased from
bondholders on May 11, 2005.
Regicnal Transmission Organization.,
Residential Utility Consumer Office.
Retail Electric Competition Rules.
Carboelectrica Sabinas, S. de R.L. de C.V,, a Mexican limited liability
company. Millennium owns 50% of Sabinas.
San Carlos Resources Inc., a wholly-owned subsidiary of TEP.
San Juan Generating Station.
Southwest Energy Solutions, Inc., a wholly-owned subsidiary of
Millennium.
TEP’s Settlement Agreement approved by the ACC in November 1999 that
provided for electric retail competition and transition asset recovery.
Sulfur dioxide.
Springerville Generating Station.

Leveraged lease arrangements relating to the coal handling facilities
serving Springerville.

Facilities at Springerville used in common with Springerville Unit 1 and
Springerville Unit 2. :

Leveraged lease arrangements relating to an undivided one-half
interest in certain Springerville Common Facilities.

Unit 1 of the Springerville Generating Station.

Leveraged lease arrangement relating to Springerville Unit 1 and an
undivided one-half interest in certain Springerville Common Facilities.

Unit 2 of the Springerville Generating Station.

Unit 3 of the Springerville Generating Station.

Unit 4 of the Springerville Generating Station.

Salt River Project Agricultural Improvement and Power District.

H. Wilson Sundt Generating Station (formerly known as the Irvington
Generating Station).

The leveraged lease arrangement relating to Sundt Unit 4.

Unit 4 of the H. Wilson Sundt Generating Station.
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TEIP Guarantee Home Program

TEP Revolving Credit Facility

UES Settlement Agreement...

|

LJ;niSource Credit Agreement..

UniSource Energy................
U'NS Electric.......................

Southwest Gas Corporation.

Termination Cost Regulatory Asset.

Tucsen Electric Power Company, the principal subsidiary of UniSource
Energy.

Amended and Restated Credit Agreement betwean TEP and a syndicate of
Banks, dated as of August 11, 2006.

The TEP Home Guarantee Program provides incentives to new home builders
to construct homes that meet high construction and energy-efficiency
standards.

Revolving credit facility under the TEP Credit Agreement.

A unit of heating value equivalent to 100,000 British thermal units (Btu).

Time of use.

An order issued by the ACC in 2002 which granted a waiver from the
requirement in TEP's Settlement Agreement that TEP transfer its
generating assets to a subsidiary.

Transition Recovery Asset, a $450 million reguiatory asset established in TEP's
1999 Settlement Agreement to be fully recovered by December 31, 2008.

Tri-State Generation and Transmission Association.

UniSource Energy Development Company, a wholly-owned subsidiary
of UniSource Energy, which engages in developing generation
resources and other project development services and related
activities.

UniSource Energy Services, Inc., an intermediate holding company
established to own the operating companies (UNS Gas and UNS
Electric) which acquired the Citizens Arizona gas and electric
utility assets in 2003.

An agreement with the ACC Staff dated April 1, 2003, addressing rate case and
financing issues in the acquisition by UniSource Energy of Citizens’ Arizona
gas and electric assets.

Amended and Restated Credit Agreement between UniSource Energy and a
syndicate of banks, dated as of August 11, 2006.

UniSource Energy Corporation.

UNS Electric, Inc., a wholly-owned subsidiary of UES, which acquired
the Citizens Arizona electric utility assets in 2003.

UNS Gas, Inc., a wholly-owned subsidiary of UES, which acquired the
Citizens Arizona gas utility assets in 2003.

Revolving credit facility under the Amended and Restated Credit
Agreement among UNS Gas and UNS Electric as borrowers, and UES as
guarantor, and a syndicate of banks, dated as of August 11, 2006.

Valencia power plant owned by UNS Electric.
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Quarterly Stock Prices

2007 2006
High Low Close High Low Close
First Quarter $39.17 $35.46 $37.55 $32.73 $29.90 $30.50
Second Quarter $39.94 $33.10 $32.89 $31.54 $29.47 $31.15
* Third Quarter $33.72 $27.66 $29.89 $35.17 $31.04 $33.33
Fourth Quarter $32.66 $29.14 $31.55 $37.46 $36.95 $36.53

2008 ANNUAL MEETING

The 2008 annual meeting of shareholders is scheduled for May
2, 2008. 1t will be held at the histeric Fox Theater in downtown
Tucson, Ariz. A reception preceding the meeting witl be held to
provide an opportunity to meet with management beginning at
9 a.m. The annual meeting will begin at 10 a.m.

DIVIDEND REINVESTMENT AND DIRECT STOCK PURCHASE
Investors may join the Investment Plus Plan by making an initial
investment of $250 or more. Once enrolled, participants may
make additional “optional” purchases at their convenience, in
amounts of $50 or more. Enroliment in Investment Plus is open
to everyone. For a complete information package, including a Plan
prospectus, contact The Bank of New York at (866) 537-8709 or
visit stockbny.com.

TRANSFER AGENT AND REGISTRAR

BNY Mellon Shareholder Services

Investment Services Department

P O Box 1958

Newark, New Jersey 07101-9774

Toll-free phone number: (866) 537-8709
E-mail address: shareowner-svcs@bankofny.com
Web site: stockbny.com

EXCHANGE LISTING AND STOCK SYMBOL
The common stack of UniSource Energy Corporation is traded on
the New York Stock Exchange under the ticker symbol UNS.

SHAREHOLDER COUNT
There were 12,135 shareholders of record of UniSource Energy’s
common stock as of January 31, 2008.

FORM 10-K AND OTHER INFORMATION

UniSource Energy Corporation is subject to the informational
requirements of the Securities Exchange Act of 1934, and the
company files reports and other information statements with the
Securities and Exchange Commission. These reports are availahle
online through links posted at uns.com. We also will provide copies
of these reports at no charge. Please direct your request to:

UniSource Energy Corporation
Investor Relations

1 South Church, Suite 100
Tucson, AZ 85701

(866) 275-4867

ANALYST AND INVESTCR INQUIRIES
Inquiries from the financial community may be directed to:

Investor Relations Department
UniSource Energy Corporation
1 South Church, Suite 100
Tucson, AZ 85701

{866) 537-8709

Fax: (520} 884-3602

WEB SITE
News releases, investor resources and other information about
UniSource Energy Corporation are available online at uns.com.

CORPORATE HEADQUARTERS
UniSource Energy Corporation
1 South Church, Suite 100
Tucson, AZ 85701

ANNUAL REPCRT DESIGN
Day Nite Design

CERTIFICATIONS

In 2007, the Company submitted a Chief Executive Officer
certification to the New York Stock Exchange (NYSE) in accordance
with NYSE Section 303A.12(a). In 2008, the Company filed with

the Securities and Exchange Commission, as an exhibit to its Form
10-K, the Sarbanes-Oxley Act Section 302 certification regarding
the quality of the Company's public disclosure.




Board of Directors

James S. Pignatelli, 64
Chairman: July 1998
President and CEO of
UniSource Energy and TEP
Director: 1998

Lawrence ). Aldrich, 55

Senior Vice President of Corporate
Operations and General Counse
University Physicians Healthcare
Director: 2000

Barbara M. Baumann, 52

President and Owner,
Cross Creek Energy Corp.
Director: 2005

Larry W. Bickle, 62
Retired private
equity investor
Director: 1998

Elizabeth T, Bilby, 68
Former President,
Gourmet Products, Inc.
Director: 1995

IUniSnurce Energy Committees
IAua’it Committee

Barbara Baumann — Chairperson
Larry Aldrich

!Juhn Carter

Kenneth Handy

!Narren lobe

Gregory Pivirtto

loaqgia Ruiz

Lompensation Committee
Harold Burlingame — Chairperson
Larry Aldrich
Barbara Baumann
John Carter
Robert Elliott
Daniel Fessler
amiro Pery
Jpaguin Ruiz

Corporate Governance and Nominating Committee
Robert Elliott — Chairperson

Barbara Baumann

Hpmld Burlingame

Iahn Carter

D;'iniel Fessler

w:arren lobe

Gregary Pivirotto

Fr{nance Committee
W.:srren Jobe — Chairperson
Larry Bickle

Elfzabeth Bilty

Harold Burlingame

John Carter

Rabert Elligtt

Kepeth Handy

Ramiro Peru

En:.fimnmenra.', Safety & Security Committee
Larlry Bickle — Chairpersan

Larlry Aldrich

Eli%abeth Bilby

Juhln Carter

Da?iel Fassler

Keqneth Handy

Joaguin Ruiz

Harold W. Burlingame, 67
Former Executive

VYice President,

AT&T

Director; 1998

John L. Carter, 73
Former Executive

Vice President and CFO,
Burr-Brown Corp.
Director; 1996

Rebert A. Efliott, 52
President and Owner,
The Ellipt§
Accounting Group
Director: 2003

Daniel W. L. Fessler, 66
Prafessor Emeritus,
University of Califorinia
Director: 1998-2003, 2005

Kenneth Handy, 6%

Retired CPA; Former financial
exetutive, Kaiser Permanente
Medical Care Program
Director: 2001

UniSource Energy Dfficers

James S. Pignatelli, 64
President and Chiei Executive Officer

Michael J. DeCancini, 43
Senigr Vice President

Chief Operating Officer,
Transmissicn and Distribution

Raymond 5. Heyman, 52
Senior Yice President
General Counsel

Kevin P. Larson, 51
Senior Vice President
Chiet Financial Officer, Treasurer

Phillip J. Dion lIl, 40
Vice President, Legal
and Environmental Services

Kentton C. Grant, 49
Vice President, Finance and Rates

Themas N. Hanrsen, 57
Vice President, Environmental Services,
Conservaticn and Renewable Energy

Arie Hoekstra, 60
Vice President, Generation

David G. Hutchens, 41
Vice President, Wholesale Energy

Karen G. Kissinger, 53
Vice President, Controller
and Chief Compliance Officer

Steven W. lynn, 61
Vice President, Communications
and Government Relations

Thomas A. McKenna, 59
Yice President, Engineering

Catherine E. Ries, 48
Yice President, Human Rasources

Herlinda H. Kenredy, 46
Corporate Secretary

Warren Y. Jobe, 67
Former Senior
Vice President,
Southern Company
Director: 2001

Ramiro Peru, 52

Retired Executive

Vice President and CFOQ,
Phelgs Dodge Corporation
Director: 2008

Gregory A, Pivirotto, 55

President and Chief Executive Officer,
University Medical Center

Directar: 2008

Joaquin Ruiz, 56

Dean, College of Science
Pratesscr of Geosciences
University of Anzona
Director: 2005

Tucson Electric Power Qfficers

James 3. Pignatelli, 64
President and Chief Executive Officer

Michael J. DeConcini, 43
Senier Vice President

Chief Operating Dfficer,
Transmission and Distribution

Raymond S. Heyman, 52
Senior Vice President
General Gaunsel

Kevin P. Larson, 51
Senigr Vice President
Chief Financial Officer, Treasurer

Phillip J. Dion Ill, 40
Yice President, | ega!
and Environmental Services

Kentton C. Grant, 49
Vice President, Finance and Rates

Thomas M. Hansen, 57
Vice President, Environmental Services,
Conservation and Renewable Energy

Arie Hoekstra, 60
Vice President, Generation

David G. Hutchens, 41
Vice President, Whotesate Energy

Karen G. Kissinger, 53
Vice President, Controller and
Chief Compliance Officer

Steven W. Lynn, 61
Vice President, Communications
and Government Relations

Thomas A. McKenna, 59
Vice President, Engineering

Catherine E. Ries, 48
vice President, Human Resources

Herlinda H. Kennedy, 46
Corporate Secretary
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